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FOREWORD
The Uniform CPA Examination is prepared by the Board of Examiners of the American Institute of 
Certified Public Accountants and is used by the examining boards of all fifty states of the United States, 
the District of Columbia, Puerto Rico, Guam, and the Virgin Islands as a prerequisite for issuance 
of CPA certificates. This booklet contains the questions and unofficial answers of the May 1987 Uniform 
Certified Public Accountant Examination.
Although the questions and unofficial answers may be used for many purposes, the principal reason 
for their publication is to aid candidates in preparing for the examination. Candidates are also 
encouraged to read Information fo r  CPA Candidates, which describes the content, grading, and other 
administrative aspects of the Uniform CPA Examination.
The unofficial answers were prepared by the staff of the examinations division and reviewed by the 
Board of Examiners but are not purported to be official positions of the American Institute of Certified 
Public Accountants. Each of the unofficial answers is accompanied by its maximum point value assigned 
by the Board of Examiners for grading purposes.
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EXAMINATION IN ACCOUNTING PRACTICE — PART I
May 6. 1987; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ..........................
No. 2 ........................
No. 3 ........................
No. 4 ........................
No. 5 ........................
Point Estimated Minutes
Value Minimum Maximum
10 45 55
10 45 55
10 45 55
10 45 55
10 40 50
50 220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued”  at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com­
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
Support all problem-type answers with properly 
labeled and legible calculations that can be identi­
fied as sources of amounts in formal schedules, 
entries, worksheets, or other answers, to show how 
your final answer was derived. Computation sheets 
should identify the question to which they relate, 
be placed immediately following the answer to that 
question, and be numbered in sequence with the 
other pages. Failure to enclose supporting cal­
culations may result in loss of grading points 
because it may be impossible to determine how your 
amounts were computed.
A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
3.
4.
Total .
1.
2.
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Examination Questions — May 1987
Instructions
Questions Number 1 , 2, and 3 each consist of 20 multiple 
choice items. Select the best answer for each of the items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of your correct answers for each question.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker Com­
pany to its customers last year amounted to $5,260,000; 
sales returns and allowances reduced the amounts owed 
by $160,000. How much were net sales last year for Baker 
Company?
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000
Answer Sheet
97.  
Number 1 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items 
relating to a variety of financial accounting problems.
Items to be Answered
1. On January 1 , 1986, Carr Company purchased Fay 
Corp. 9% bonds with a face amount of $400,000 for 
$375,600, to yield 10% . The bonds are dated January 1, 
1986, mature on December 31, 1995, and pay interest 
annually on December 31. Carr uses the interest method 
of amortizing bond discount. In its income statement for 
the year ended December 31, 1986, what total amount 
should Carr report as interest revenue from the long-term 
bond investment?
a. $40,000
b. $37,560
c. $36,000
d. $34,440
2. Dean, Inc., owns 100% of Roy Corporation, a con­
solidated subsidiary, and 80% of Wall, Inc., an uncon­
solidated subsidiary at December 3 1 , 1986. The same date, 
Dean has receivables of $200,000 from Roy and $175,000 
from Wall. In its December 31 , 1986 consolidated balance 
sheet, Dean should report accounts receivable from in­
vestees at
a. $0
b. $ 35,000
c. $175,000
d. $235,000
Items 3 and 4 are based on the following data:
Taft, Inc., began operations on January 1 ,  1986. At 
December 31, 1986, Taft had the following investment 
portfolios of marketable equity securities:
In current In noncurrent
assets assets
Aggregate cost $180,000 $275,000
Aggregate portfolio 
market value 160,000 225,000
Aggregate lower of cost 
or market value applied 
to each security in the 
portfolio 152,000 210,000
The market declines are judged to be temporary.
3. In its 1986 income statement, what amount should 
Taft report as unrealized loss on marketable equity 
securities?
a. $20,000
b. $28,000
c. $70,000
d. $93,000
4. In its December 31 , 1986 balance sheet, Taft should 
report valuation allowances for current and noncurrent 
marketable equity securities respectively at
a. $20,000 and $50,000.
b. $20,000 and $0.
c. $28,000 and $65,000.
d. $28,000 and $50,000.
5. On December 30, 1986, Case Company purchased 
a machine from Pitt in exchange for a noninterest bearing 
note requiring ten payments of $10,000. The first payment 
was made on December 30, 1986, and the others are due 
annually on December 30. The prevailing rate of interest 
for this type of note at date of issuance was 10% . Present 
value factors are as follows:
Period
9
10
Present value 
o f  ordinary 
annuity o f  
1 at 10% 
5.759 
6.145
Present value 
o f  annuity 
in advance o f  
1 at 10% 
6.335 
6.759
At December 31, 1986, the total note payable to Pitt was
a. $67,590
b. $63,350
c. $61,450
d. $57,590
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6. On July 1 , 1986, Park Company leased office space 
for ten years to Rudd at a monthly rental of $ 15 ,000, and 
received the following amounts:
First month’s rent 
Security deposit
$15,000
25,000
Rudd made timely rent payments through November 1986; 
the December rent was paid, together with the January 
1987 rent, on January 6, 1987. At December 31, 1986, 
Park should report rent receivable of
a. $0
b. $ 5,000
c. $15,000
d. $30,000
7. On December 1, 1986, Terry Company signed a 
10-year nonrenewable lease for a building to be used in 
its manufacturing operations. During the latter part of 
December 1986 Terry incurred the following costs:
• $96,000 for general improvements to the premises.
• $48,000 for moveable assembly line equipment.
• $120,000 for office furniture and equipment.
In its December 31 , 1986 balance sheet, Terry should report 
leasehold improvements of
a. $ 96,000
b. $144,000
c. $216,000
d. $264,000
8. On January 1, 1986, Huff Company owned a 
machine having a carrying amount of $240,000. The 
machine was purchased four years earlier for $400,000. 
H uff uses straight-line depreciation. During December 
1986 H uff determined that the machine suffered perma­
nent impairment of its operational value and will not be 
economically useful in its production process after 
December 31, 1986. Huff sold the machine for $65,000 
on January 5, 1987. In its income statement for the year 
ended December 3 1 , 1986, Huff should recognize a loss of
a. $200,000
b. $175,000
c. $135,000
d. $0
9. On June 30, 1986, a fire in Pine Company’s plant 
caused a total loss to a production machine. The machine 
was being depreciated at $20,000 annually and had a carry­
ing amount of $160,000 at December 31 , 1985. On the date 
of the fire the fair value of the machine was $220,000, and 
Pine received insurance proceeds of $200,000 in October 
1986. In its income statement for the year ended December 
31, 1986, what amount should Pine recognize as a gain 
or loss on disposition?
a. $0.
b. $20,000 loss.
c. $40,000 gain.
d. $50,000 gain.
10. On July 1 , 1986, Hart signed an agreement to operate 
as a franchisee of Ace Printers for an initial franchise fee 
of $120,000. The same date, Hart paid $40,000 and agreed 
to pay the balance in four equal annual payments of 
$20,000 beginning July 1 ,  1987. The down payment is not 
refundable and no future services are required of the fran­
chisor. Hart can borrow at 14% for a loan of this type. 
Present and future value factors are as follows:
Present value of 1 at 14% for 4 periods 0.59
Future amount of 1 at 14% for 4 periods 1.69
Present value of an ordinary annuity of
1 at 14% for 4 periods 2.91
Hart should record the acquisition cost of the franchise 
on July 1, 1986, at
a. $135,200
b. $120,000
c. $ 98,200
d. $ 87,200
11. Bain Company salaried employees are paid biweekly. 
Occasionally, advances made to employees are paid back 
by payroll deductions. Information relating to salaries for 
the calendar year 1986 is as follows:
12/31/85 12/31/86
Employee advances 
Accrued salaries payable 
Salaries expense 
during the year 
Salaries paid during 
the year (gross)
$ 12,000
65,000
$ 18,000 
7
815,000
780,000
At December 31, 1986, what amount should Bain report 
for accrued salaries payable?
a. $100,000
b. $ 94,000
c. $ 82,000
d. $ 35,000
12. Grey Company holds an overdue note receivable of 
$800,000 plus recorded accrued interest of $64,000. As 
the result of a court imposed settlement on December 31, 
1986, Grey agreed to the following restructuring 
arrangement:
• Reduced the principal obligation to $600,000.
• Forgave the $64,0()0 accrued interest.
• Extended the maturity date to December 31, 1988.
• Annual interest of $60,000 is to be paid to Grey on 
December 31, 1987 and 1988.
On December 31, 1986, Grey must recognize a loss from 
restructuring of
a. $144,000
b. $200,000
c. $204,000
d. $264,000
3
Examination Questions — May 1987
13. Kent Company sells magazine subscriptions for one 
to three-year periods. Cash receipts from subscribers are 
credited to magazine subscriptions collected in advance, 
and this account had a balance of $2,400,000 at December 
31, 1986 before year-end adjustment. Outstanding 
subscriptions at December 31, 1986, expire as follows:
During 1987 — $600,000 
During 1988 — 900,000 
During 1989 — 400,000
In its December 31, 1986 balance sheet, what amount 
should Kent report as the balance for magazine subscrip­
tions collected in advance?
a. $ 500,000
b. $1,200,000
c. $1,900,000
d. $2,400,000
14. On December 3 1 , 1986, Reed, Inc., authorized Foy 
to operate as a franchisee for an initial franchise fee of 
$75,000. Of this amount, $30,000 was received upon sign­
ing the agreement and the balance, represented by a note, 
is due in three annual payments of $15,000 each begin­
ning December 3 1 , 1987. The present value on December 
3 1 , 1986, of the three annual payments appropriately dis­
counted is $36,000. According to the agreement, the 
nonrefundable down payment represents a fair measure 
of the services already performed by Reed; however, 
substantial future services are required of Reed. Col­
lectibility of the note is reasonably certain. On December 
31, 1986, Reed should record unearned franchise fees in 
respect of the Foy franchise of
a. $0
b. $36,000
c. $45,000
d. $75,000
15. Cey Company has a defined benefit pension plan. 
Cey’s policy is to fund net periodic pension cost annually, 
payment to an independent trustee being made two months 
after the end of each year. Data relating to the pension 
plan for 1986 are as follows:
Net pension cost for 1986 
Unrecognized prior service 
cost, 12/31/86 
Accumulated benefit 
obligation, 12/31/86 
Fair value of plan 
assets, 12/31/86
$190,000
150,000
480,000
500,000
How much should appear on Cey’s balance sheet at 
December 31, 1986, for pension liability?
Current Noncurrent
16. Evan Company adopted the dollar value LIFO in­
ventory method on December 3 1 , 1985. Evan’s entire in­
ventory constitutes a single pool. On December 31, 1985, 
the inventory was $300,000 under the dollar value LIFO 
method. Inventory data for 1986 are as follows:
12/31/86 inventory at year-end prices $390,000
Relevant price index at year-end 
(base year 1985) 120
Using dollar value LIFO, Evan’s inventory at December 
31, 1986, is
a. $325,000
b. $330,000
c. $360,000
d. $390,000
17. On July 1, 1986, Link Development Company pur­
chased a tract of land for $900,000. Additional costs of 
$150,000 were incurred in subdividing the land during July 
through December 1986. Of the tract acreage, 70% was 
subdivided into residential lots as shown below and 30% 
was conveyed to the city for roads and a park.
Lot Number Sales price
class o f lots per lot
A 100 $12,000
B 100 8,000
C 200 5,000
Under the relative sales value method, the cost allocated 
to each Class A lot should be
a. $2,625
b. $2,940
c. $3,600
d. $4,200
18. At December 3 1 , 1986, Arno Beauticians had 1,000 
gift certificates outstanding which had been sold to 
customers during 1986 for $75 each. Amo operates on a 
gross margin of 60% . How much revenue pertaining to 
the 1,000 outstanding gift certificates should be deferred 
at December 31, 1986?
a. $0
b. $30,000
c. $45,000
d. $75,000
19. On January 2 ,  1986, Saxe Company purchased 20% 
of Lex Corporation’s common stock for $150,000. This 
investment did not give Saxe the ability to exercise signifi­
cant influence over Lex. During 1986 Lex reported net in­
come of $175,000 and paid cash dividends of $100,000 
on its common stock. The balance in Saxe’s investment 
in Lex Corporation account at December 31, 1986, should 
be
a. $0 $480,000 a. $130,000
b. $0 $330,000 b. $150,000
c. $190,000 $150,000 c. $165,000
d. $190,000 $0 d. $185,000
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20. During 1986, Kay Company incurred $102,000 of 
research and development costs in its laboratory to develop 
a patent which was granted on July 1, 1986. Legal fees 
and other costs associated with registration of the patent 
totaled $20,500. The economic life of the patent is 
estimated at 10 years. What amount should Kay capitalize 
as a patent on July 1, 1986?
a. $0
b. $ 20,500
c. $102,000
d. $122,500
Number 2 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of financial accounting problems.
Items to be Answered
21. On December 3 1 , 1986, Ott Company leased a new 
machine from Wolf with the following pertinent 
information:
Lease term
Annual rental payable at 
beginning of each year 
Useful life of machine 
Implicit interest rate 
Present value of an annuity of 1 in 
advance for 12 periods at 12%
12 years
$100,000 
15 years 
12%
6.94
The lease contains no renewal options and the machine 
reverts to Wolf at the termination of the lease. The cost 
of the machine on Wolf’s accounting records is $750,000. 
At the inception of the lease, Ott should record a lease 
liability of
a. $0
b. $100,000
c. $694,000
d. $750,000
22. Kew Company leased equipment for its entire nine- 
year useful life, agreeing to pay $100,000 at the start of 
the lease term on December 31, 1985, and $100,000 
annually on December 31 of the next eight years. The pre­
sent value on December 31, 1985, of the nine lease 
payments over the lease term, discounted at the lessor’s 
implicit rate known by Kew to be 10%, was $633,000. The 
December 31, 1985 present value of the lease payments 
discounted at Kew’s incremental borrowing rate of 12% 
was $597,000. Kew made a timely second lease payment. 
The total lease liability at December 31, 1986, was
a. $0
b. $456,640
c. $486,300
d. $700,000
23. On January 1, 1986, Ward Corporation purchased 
a press for $90,000, which will be depreciated $9,000 per 
year for financial statement reporting. For income tax 
reporting, Ward uses the ACRS and will be allowed a cost 
recovery deduction of $13,500 for 1986. Assuming an in­
come tax rate of 40%, how much deferred income tax 
should be added to W ard’s deferred income tax liability 
at December 31, 1986?
a. $0
b. $1,800
c. $2,700
d. $5,400
24. Mill, Inc., which began operations on January 1, 
1984, recognizes income from construction-type con­
tracts under the percentage-of-completion method in its 
financial statements but uses the completed-contract 
method for income tax reporting. Reported income from 
construction-type contracts under each method is as 
follows:
Percentage Completed
Year o f  completion contract
1984 $ 800,000 $ —
1985 1,300,000 700,000
1986 1,900,000 1,500,000
For all years the income tax rate is 40%, and there are 
no other timing differences. At December 31, 1986, Mill 
should report a liability for deferred taxes of
a. $720,000
b. $400,000
c. $320,000
d. $160,000
25. Glen Corporation had the following long-term debt:
Sinking fund bonds, maturing in 
installments $1,100,000
Industrial revenue bonds, maturing 
in installments   900,000
Subordinated bonds, maturing 
on a single date 1,500,000
The total of the serial bonds amounted to
a. $1,500,000
b. $2,000,000
c. $2,400,000
d. $3,500,000
26. On October 1, 1986, Dix, Inc., issued at 101 plus 
accrued interest, 400 of its 10%, $1,000 bonds. The bonds 
are dated July 1, 1986, and mature on July 1, 1996. In­
terest is payable semiannually on January 1 and July 1. 
At the time of issuance, Dix would receive cash of
a. $394,000
b. $404,000
c. $410,000
d. $414,000
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27. On July 1, 1986, Lundy Company issued for 
$438,000, five hundred of its 8% , $1,000 bonds. The bonds 
were issued to yield 10%. The bonds are dated July 1 , 1986, 
and mature on July 1, 1996. Interest is payable semi­
annually on January 1 and July 1. Using the interest 
method, how much of the bond discount should be amor­
tized for the six months ended December 31, 1986?
a. $3,800
b. $3,100
c. $2,480
d. $1,900
28. On June 3 0 , 1986, Frey Corp. had outstanding 8%, 
$2,000,000 face amount convertible bonds maturing on 
June 30 , 1991. Interest is payable on June 30 and December
31. Each $1,000 bond is convertible into 40 shares of Frey’s 
$20 par common stock. After amortization through June 
30, 1986, the unamortized balance in the premium on 
bonds payable account was $50,000. On June 30, 1986,
1,000 b o nds were converted when Frey’s common stock 
had a market price of $30 per share. Using the book value 
method, what amount should Frey credit to additional 
paid-in capital in recording the conversion?
a. $200,000
b. $225,000
c. $250,000
d. $400,000
29. On January 17, 1987, an explosion occurred at a 
Cord Company plant causing extensive property damage 
to area buildings. Although no claims had yet been asserted 
against Cord by March 10, 1987, Cord’s management and 
counsel concluded that it is reasonably possible Cord will 
be responsible for damages, and that $2,500,000 would 
be a reasonable estimate of its liability. Cord’s $10,000,000 
comprehensive public liability policy has a $500,000 deduc­
tible clause. In Cord’s December 3 1 , 1986 financial state­
ments, which were issued on March 2 5 , 1987, how should 
this item be reported?
a. No footnote disclosure or accrual is necessary.
b. As a footnote disclosure indicating the possible 
loss of $500,000.
c. As an accrued liability of $500,000.
d. As a footnote disclosure indicating the possible 
loss of $2,500,000.
31. The following information is available for Bart Com­
pany for 1986:
Disbursements for purchases $580,000
Increase in trade accounts payable 50,000
Decrease in merchandise inventory 20,000
Cost of goods sold for 1986 was
a. $650,000
b. $610,000
c. $550,000
d. $510,000
32. On July 1, 1986, Cody Company obtained a 
$2,000,000, 180-day bank loan at an annual rate of 12% . 
The loan agreement requires Cody to maintain a $400,000 
compensating balance in its checking account at the lend­
ing bank. Cody would otherwise maintain a balance of 
only $200,000 in this account. The checking account earns 
interest at an annual rate of 6% . Based on a 360-day year, 
the effective interest rate on the borrowing is
a. 12.00VO
b. 12.67%
c. 13.33%
d. 13.50VO
33. On January 1, 1987, the partners of Cobb, Davis, 
and Eddy, who share profits and losses in the ratio of 5:3:2, 
respectively, decided to liquidate their partnership. On this 
date the partnership condensed balance sheet was as 
follows:
Assets
Cash
Other assets
$ 50,000
250,000
$300,000
Liabilities and Capital
Liabilities $ 60,000
Cobb, capital 80,000
Davis, capital 90,000
Eddy, capital 70,000
$300,000
30. During 1986 Beal Company became involved in a 
tax dispute with the IRS. At December 31, 1986, Beal’s 
tax advisor believed that an unfavorable outcome was 
probable and a reasonable estimate of additional taxes was 
$500,000, but could be as much as $650,000. After the 
1986 financial statements were issued, Beal received and 
accepted an IRS settlement offer of $550,000. What 
amount o f accrued liability would Beal have reported in 
its December 31, 1986 balance sheet?
a. $650,000
b. $550,000
c. $500,000
d. $0
On January 15, 1987, the first cash sale of other assets 
with a carrying amount of $150,000 realized $120,000. Safe 
installment payments to the partners were made the same 
date. How much cash should be distributed to each 
partner?
Cobb
a. $15,000
b. $40,000
c. $55,000
d. $60,000
Davis
$51,000
$45,000
$33,000
$36,000
Eddy
$44,000
$35,000
$22,000
$24,000
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34. During 1987, Paul Company discovered that the 
ending inventories reported on its financial statements 
were incorrect by the following amounts:
1985
1986
$60,000 understated
75,000 overstated
Paul uses the periodic inventory system to ascertain year- 
end quantities that are converted to dollar amounts using 
the FIFO cost method. Prior to any adjustments for these 
errors and ignoring income taxes, Paul’s retained earn­
ings at January 1, 1987, would be
a. Correct.
b. $ 15,000 overstated.
c. S 75,000 overstated.
d. $135,000 overstated.
35. Tone Company is the defendant in a lawsuit filed 
by Witt in 1985 disputing the validity of a copyright held 
by Tone. At December 31, 1985, Tone determined that 
Witt would probably be successful against Tone for an 
estimated amount of $400,000. Appropriately, a $400,000 
loss was accrued by a charge to income for the year ended 
Decem ber31, 1985. On December 15, 1986, Tone and Witt 
agreed to a settlement providing for cash payment of 
$250,000 by Tone to Witt, and transfer of Tone’s copyright 
to Witt. The carrying amount of the copyright on Tone’s 
accounting records was $60,000 at December 15, 1986. 
What would be the effect of the settlement on Tone’s 
income before income tax in 1986?
a. No effect.
b. $ 60,000 decrease.
c. $ 90,000 increase.
d. $150,000 increase.
36. Certain balance sheet accounts of a foreign sub­
sidiary of Post, Inc., at December 31, 1986, have been 
translated into U.S. dollars as follows:
Translated at
Accounts receivable, 
long-term 
Prepaid insurance 
Copyright
Current
rates
$120,000
55,000
75,000
$250,000
Historical
rates
$100,000
50,000
85,000
$235,000
The subsidiary’s functional currency is the currency of the 
country in which it is located. What total amount should 
be included in Post’s December 31, 1986 consolidated 
balance sheet for the above accounts?
a. $225,000
b. $235,000
c. $240,000
d. $250,000
37. On April 1, 1987, Lane Corporation issued 
$1,500,000 of 10% nonconvertible bonds at 104 which are 
due on March 3 1 , 1999. Each $1,000 bond was issued with 
40 detachable stock warrants, each of which entitled the 
bondholder to purchase, for $50, one share of Lane com­
mon stock, $25 par. On April 1, 1987, the market value 
of Lane’s common stock was $40 per share and the market 
value of each warrant was $4. What amount of the pro­
ceeds from the bond issue should Lane record as an in­
crease in stockholders’ equity?
a. $1,500,000
b. $ 240,000
c. $ 60,000
d. $0
38. On February 1, 1984, Dax Corp. issued 
$2,000,000 face amount, 10-year bonds for $2,234,000 plus 
accrued interest. The bonds are dated November 1 , 1983, 
and interest is payable on May 1 and November 1. Dax 
reacquired all of these bonds at 102 on May 1 ,  1987, and 
retired them. Unamortized bond premium on that date 
was $156,000. Ignoring the income tax effect, what was 
Dax’s gain on the bond retirement?
a. $116,000
b. $194,000
c. $234,000
d. $236,000
39. On January 2, 1985, Winn Company purchased as 
a long-term investment 5,000 shares of Pyle Corp. com­
mon stock for $70 per share, which represents a 1 in­
terest. On December 31 , 1985, the market price of the stock 
was $75 per share. On December 18, 1986, Winn needed 
additional cash for operations and sold all 5,000 shares 
of Pyle stock for $100 per share. Winn’s income tax rate 
was 40% for 1986. For the year ended December 31 , 1986, 
Winn should include in its income from continuing opera­
tions a gain on disposal of long-term investment of
a. $0
b. $ 75,000
c. $125,000
d. $150,000
40. Fox, Greg, and Howe are partners with average 
capital balances during 1986 of $120,000, $60,000, and 
$40,000, respectively. Partners receive 10% interest on 
their average capital balances. After deducting salaries of 
$30,000 to Fox and $20,000 to Howe, the residual profit 
or loss is divided equally. In 1986 the partnership sustain­
ed a $33,000 loss before interest and salaries to partners. 
By what amount should Fox’s capital account change?
a. $ 7,000 increase.
b. $11,000 decrease.
c. $35,000 decrease.
d. $42,000 increase.
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Number 3 (Estimated tim e----- 45 to 55 minutes)
May 1987
Instructions
Select the best answer for each of the following items 
relating to a variety of financial accounting problems.
Items to be Answered
41. During 1986, Mason Company incurred the follow­
ing costs:
Research and development services per­
formed by Lee Corp. for Mason $300,000
Testing for evaluation of new products 250,000
Laboratory research aimed at discovery 
of new knowledge 370,000
In its income statement for the year ended December 31, 
1986, Mason should report research and development 
expense of
a. $920,000
b. $670,000
c. $300,000
d. $250,000
42. Barr Company’s unadjusted trial balance at 
December 31, 1986, included the following accounts:
Allowance for doubtful 
accounts 
Sales
Sales returns
Debit
$ 3,200 
25,000
Credit
$1,445,000
Barr estimates its uncollectible receivables at 2% of net 
sales. For 1986, Barr should report doubtful accounts ex­
pense of
a. $31,600
b. $28,900
c. $28,400
d. $25,200
43. On January 2, 1986, for past services, Day Corp. 
granted Jan Bell, its president, 10,000 stock appreciation 
rights that are exercisable immediately and expire on 
January 2, 1989. On exercise, Bell is entitled to receive 
cash for the excess of the market price of the stock on the 
exercise date over the market price on the grant date. Bell 
did not exercise any of the rights during 1986. The market 
price of Day’s stock was $30 on January 2 ,  1986, and $45 
on December 3 1 , 1986. As a result of the stock apprecia­
tion rights, Day should recognize compensation expense 
for 1986 of
a. $0
b. $ 50,000
c. $150,000
d. $300,000
44. Fay, Inc., was organized late in 1985 and began 
operations on January 1 , 1986. Prior to the start of opera­
tions, the following costs were incurred:
Attorney’s fees for incorporating 
State incorporation filing fees
$6,000
4,000
Fay amortizes organization costs over the maximum 
period allowable under GAAP. How much amortization 
should Fay record for the year ended December 3 1 , 1986?
a. $ 150
b. $ 250
c. $1,200
d. $2,000
45. On January 1, 1986, Kerr Company signed a ten- 
year noncancelable lease for a new machine, requiring 
$20,000 annual payments at the beginning of each year. 
The machine has a useful life of 15 years, with no salvage 
value. Title passes to Kerr at the lease expiration date. Kerr 
uses straight-line depreciation for all of its plant assets. 
Aggregate lease payments have a present value on January 
1, 1986, of $126,000, based on an appropriate rate of 
interest. For 1986, Kerr should record depreciation (amor­
tization) expense for the leased machine at
a. $20,000
b. $12,600
c. $ 8,400
d. $0
46. Purl Corporation’s income statement for the year 
ended December 31, 1986, shows the following:
Income before income tax
and extraordinary item $900,000
Gain on life insurance coverage — included 
in the above $900,000 income amount 100,000
Extraordinary item — loss due to 
earthquake damage 300,000
Purl’s tax rate for 1986 is 40%. How much should be 
reported as the provision for income tax in Purl’s 1986 
income statement?
a. $200,000
b. $240,000
c. $320,000
d. $360,000
47. On January 1 ,  1984, Bray Company purchased for 
$240,000 a machine with a useful life of ten years and no 
salvage value. The machine was depreciated by the double 
declining balance method and the carrying amount of the 
machine was $153,600 on December 31, 1985. Bray 
changed retroactively to the straight-line method on 
January 1 , 1986. Bray can justify the change. What should 
be the depreciation expense on this machine for the year 
ended December 31, 1986?
a. $15,360
b. $19,200
c. $24,000
d. $30,720
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48. D u rin g  1986 Rex C om pany purchased m arketab le  
equity securities as a short-term  investm ent. T h e  cost and  
m arket value at Decem ber 31, 1986, were as fo llow s:
Security
A  —  100 shares
B —  1,000 shares 
C  —  2 ,000  shares
C ost
$ 2 ,800  
17,000  
31,500  
$51,300
M arket value
$ 3 ,400  
15,300  
29,500
$48,200
51. O n  January 1 ,  1986, Kern C o m p an y entered into an 
agreement to  sell the assets and product line o f  its Zeno  
D ivis ion , considered a segment o f  the business. The sale 
was consum m ated on December 3 1 , 1986, and resulted 
in a gain on disposition o f  $800,000. The division’s opera­
tions resulted in  losses before incom e tax o f  $450,000 in 
1986 and $250 ,000  in 1985. K e rn ’s incom e tax rate is 40%  
fo r both  years. In  a com parative statem ent o f income for 
1986 and 1985, as components under the caption Discon­
tinued O perations, Kern should report gain (loss) 
am ounting  to
Rex sold 1,000  shares o f  C om pany B stock on January  
3 1 ,  1987, fo r $15 per share, incurring $1 ,500  in brokerage  
com m ission and taxes. O n  the sale, Rex should report a 
realized loss o f
a. $ 300
b. $1 ,800
c. $2 ,000
d. $3 ,500
49. O n  Decem ber 31, 1986, K ing C o m p an y  ap p ro ­
priately changed to  the F IF O  cost m ethod fro m  the 
weighted-average cost method fo r financial statement and  
incom e tax purposes. T h e  change w ill result in a $350 ,000  
increase in  the beginning inventory at January 1, 1986. 
Assum ing a 4 0 %  incom e tax rate, the cum ulative effect 
o f  this accounting change reported fo r  the year ended  
Decem ber 31, 1986, is
a. $350 ,000
b. $210 ,000
c. $140 ,000
d . $0
50. R u h l C o m p an y grants a ll employees tw o  weeks paid  
vacation fo r  each fu ll year o f em ploym ent. Unused vaca­
tion  tim e can be accum ulated and carried fo rw ard  to  suc­
ceeding years, and w ill be paid at the salaries in  effect when  
vacations are taken or when em ploym ent is term inated . 
There was no em ployee turnover in 1986. A d d itio n a l in ­
fo rm atio n  re la ting  to  the year ended Decem ber 31, 1986, 
is as fo llow s:
L ia b ility  fo r accum ulated vacations 
at 1 2 /3 1 /8 5  $25 ,000
P re-1986 accrued vacations taken  
fro m  1 /1 /8 6  to  9 /3 0 /8 6
(the authorized  period fo r vacations) 15,000
Vacations earned fo r w ork in 1986 
(ad justed to  current rates) 20 ,000
R u h l granted a 10%  salary increase to  a ll employees on  
O ctober 1, 1986, its annual salary increase date. F o r the 
year ended Decem ber 31, 1986, R uh l should report vaca­
tion  pay expense o f
a. $21,000
b . $22,500
c. $30 ,000
d . $35 ,000
1986 1985
a. $210,000 ($150 ,000 )
b. $210 ,000 $0
c. ($270 ,000) ($150 ,000)
d. ($270 ,000 ) $0
52. Jason C om p an y incurred the fo llow ing  infrequent 
losses during  1986:
•  A  m a jo r strike by employees shut down one o f  Jason’s 
factories. Shutdow n losses to ta led  $180,000.
•  A  loss o f  $10 0 ,000 from  w ritedow n o f plant and equip­
m ent to  estim ated realizable value.
•  A  loss o f  $150 ,000 on disposal o f  one o f  three sim ilar 
factories.
In  its 1986 incom e statem ent, how  much should Jason 
report as to ta l in frequent losses w hich  are not considered 
extraordinary?
a. $250 ,000
b. $280 ,000
c. $330 ,000
d. $430 ,000
53. Leslie S haw ’s personal statem ent o f  financial con­
d ition  at Decem ber 3 1 ,  1986, shows net w orth  o f $400,000  
before consideration o f  employee stock options owned on 
that date. In fo rm a tio n  relating to  the stock options is as 
follows:
•  O ptions to  purchase 10,000 shares o f  K o rn  C o rp o ra ­
tion  stock.
•  O p tio n  exercise price is $10 a share.
•  O ptions expire on June 30, 1987.
•  M a rk e t price o f  the stock is $25 a share on December 
31, 1986.
•  Assume that exercise o f  the options in  1987 w ould  
result in  o rd in ary  incom e taxab le at 3 5 % .
A fte r  giving effect to  the stock options, Shaw ’s net w orth  
at Decem ber 31, 1986, w ould  be
a. $497 ,500
b. $550 ,000
c. $562 ,500
d. $650 ,000
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Items 54 and 55 are based on the following data:
57. Details of Poe Corp.' s plant assets at December 31, 
1986, are as follows:
Drew Company 
Selected Financial Data
o f  December 31,
1986 1985
Cash
Accounts receivable (net) 
Merchandise inventory 
Short-term marketable 
securities
Land and building (net) 
Mortgage payable- 
current portion 
Accounts payable and 
accrued liabilities 
Short-term notes payable
Sales
Cost of goods sold
75,000
225,000
270,000
40,000
500,000
30,000
120,000
50,000
$ 35,000
200,000 
210,000
20,000
500,000
25,000
110,000
70,000
Year Ended December 31,
1986 1985
$1,500,000
900,000
$1,300,000
800,000
54. Drew’s quick (acid test) ratio as of December 31, 
1986, is
a. 3.6 to 1.
b. 3.1 to 1.
c. 2.0 to 1.
d. 1.7 to 1.
55. Based on a business year consisting o f  300 days, what 
was the number of days’ sales in average inventory for 
1986?
a. 80
b. 70
c. 54
d. 48
56. Clay Company has three lines of business, each of 
which was determined to be a reportable segment. Com­
pany sales aggregated $1,500,000 in 1986, of which Seg­
ment No. 1 contributed 40% . Traceable costs were 
$350,000 for Segment No. 1 out of a total of $1,000,000 
for the company as a whole. For internal reporting, Clay 
allocates common costs of $300,000 based on the ratio 
o f a segment’s income before common costs to the total 
income before common costs. In its 1986 financial 
statements, how much should Clay report as operating 
profit for Segment No. 1?
Year
acquired
Percent
depreciated
Historical
cost
Estimated 
current cost
1984 30 $200,000 $280,000
1985 20 60,000 16,000
1986 10 80,000 88,000
Poe calculates depreciation at 10% per annum, using the 
straight-line method. A full year’s depreciation is charged 
in the year of acquisition. There were no disposals of plant 
assets. In Poe’s voluntary supplementary information 
restated into current cost, the net current cost (after 
accumulated depreciation) of the plant assets at December 
31, 1986, should be stated as
a. $364,000
b. $336,000
c. $260,000
d. $232,000
58. Dunn, Inc., had 200,000 shares of $20 par common 
stock and 20,000 shares of $100 par, 6%, cumulative, con­
vertible preferred stock outstanding for the entire year 
ended December 31, 1986. The preferred stock was not 
a common stock equivalent at time of issue, and each share 
is convertible into five shares of common stock. Dunn’s 
net income for 1986 was $840,000. For the year ended 
December 3 1 , 1986, the fully diluted earnings per share is
a. $2.40
b. $2.80
c. $3.60
d. $4.20
59. Hull Company is indebted to Apex under a $500,000, 
12%, three-year note dated December 3 1 , 1984. Because 
of Hull’s financial difficulties developing in 1986, Hull 
owed accrued interest of $60,000 on the note at December 
31, 1986. Under a troubled debt restructuring, on 
December 31, 1986, Apex agreed to settle the note and 
accrued interest for a tract of land having a fair value of 
$450,000. Hull’s acquisition cost of the land is $360,000. 
Ignoring income taxes, on its 1986 income statement Hull 
should report as a result of the troubled debt restructuring
Other income Extraordinary gain
a. $250,000 a. $200,000 $0
b. $200,000 b. $140,000 $0
c. $130,000 c. $ 90,000 $ 50,000
d. $100,000 d. $ 90,000 $110,000
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60. Selected information for two unconsolidated sub­
sidiaries of Ray Company taken from their pre-closing 
trial balances at December 31, 1986, is as follows:
Inventory, 1/1/86 
Purchases 
Shipments to Bix 
Shipments from Ash 
Unrealized inter­
company inventory 
profit
Ash
Company 
Dr. (Cr.)
$120,000
190,000
(80,000)
(20,000)
Bix
Company 
Dr. (Cr.)
$ -
85,000
100,000
Additional data relating to the inventory at December 31, 
1986, are as follows:
Inventory acquired 
from outside parties 
Bix inventory 
acquired from Ash
$125,000 $ 25,000 
30,000
At December 31 , 1986, the inventory reported on the com­
bined balance sheet of the two unconsolidated subsidiaries 
should be
a. $150,000
b. $160,000
c. $174,000
d. $180,000
11
Number 4 (Estimated tim e----- 45 to 55 minutes)
Presented below are the consolidated workpaper balances of Bush, Inc., and its subsidiary, Dorr Corporation, as of 
December 31, 1986 and 1985.
Examination Questions — May 1987
1986 1985
Net change 
increase 
(decrease)
Assets
Cash $ 313,000 $ 195,000 $118,000
Marketable equity securities, at cost 175,000 175,000 —
Allowance to reduce marketable equity 
securities to market (13,000) (24,000) 11,000
Accounts receivable, net 418,000 440,000 (22,000)
Inventories 595,000 525,000 70,000
Land 385,000 170,000 215,000
Plant and equipment 755,000 690,000 65,000
Accumulated depreciation (199,000) (145,000) (54,000)
Goodwill, net 57,000 60,000 (3,000)
Total assets $2,486,000 $2,086,000 $400,000
Liabilities and Stockholders’ Equity
Current portion of long-term note $ 150,000 $ 150,000 $ -
Accounts payable and accrued liabilities 595,000 474,000 121,000
Note payable, long-term 300,000 450,000 (150,000)
Deferred income taxes 44,000 32,000 12,000
Minority interest in net assets 
of subsidiary 179,000 161,000 18,000
Common stock, par $10 580,000 480,000 100,000
Additional paid-in capital 303,000 180,000 123,000
Retained earnings 335,000 195,000 140,000
Treasury stock, at cost — (36,000) 36,000
Total liabilities and stockholders’ equity $2,486,000 $2,086,000 $400,000
Additional information: 
• On January 20, 1986, Bush, Inc., issued 10,000 shares of its common stock for land having a fair value of $215,000.
• On February 5, 1986, Bush, Inc., reissued all of its treasury stock for $44,000.
• On May 15, 1986, Bush, Inc., paid a cash dividend of $58,000 on its common stock.
• On August 8, 1986, equipment was purchased for $127,000.
• On September 30, 1986, equipment was sold for $40,000. The equipment cost $62,000 and had a carrying amount of 
$34,000 on the date of sale.
• On December 15, 1986, Dorr Corporation paid a cash dividend of $50,000 on its common stock.
• Deferred income taxes represent timing differences relating to the use of accelerated depreciation methods for income 
tax reporting and the straight-line method for financial reporting.
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Number 4 (continued)
• Net income for 1986 was as follows:
Consolidated net income 
Dorr Corporation
$198,000
110,000
• Bush, Inc., owns of its subsidiary, Dorr Corporation. There was no change in the 
ownership interest in Dorr Corporation during 1985 and 1986. There were no intercompany 
transactions other than the dividend paid to Bush, Inc., by its subsidiary.
Required:
Using the cash concept of financial resources, prepare a consolidated statement of changes in financial position of Bush, 
Inc., and Subsidiary for the year ended December 31, 1986.
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Number 5 (Estimated tim e----- 40 to 50 minutes)
Presented below is information pertaining to Cox Stationery Supply, a calendar-year sole proprietorship owned by John 
Cox. The business maintains its books on the cash basis except that, at year end, the closing inventory and depreciation are 
recorded. On December 31, 1986, after recording inventory and depreciation, and closing the nominal accounts, Cox had 
the following general ledger trial balance:
Cox Stationery Supply 
TRIAL BALANCE 
December 31, 1986
Examination Questions — May 1987
Dr. Cr.
Cash
Merchandise inventory 
Equipment
Accumulated depreciation 
Note payable, bank 
Payroll taxes withheld 
Cox, capital
$ 16,500 
39,000 
52,500
$108,000
$ 20,500 
10,000 
1,300 
76,200
$108,000
During the last quarter of 1986, John Cox and Mary Rice, an outside investor, agreed to incorporate the business under 
the name of Cox Stationers, Inc. Cox will receive 1,000 shares for his business, and Rice will pay $86,000 cash for her 1,000 
shares. On January 1 ,  1987, they received the certificate of incorporation for Cox Stationers, Inc., and the corporation issued
1,000 shares of common stock each to Cox and Rice for the above consideration. The agreement between Cox and Rice re­
quires that the December 3 1 , 1986 balance sheet of the proprietorship should be converted to the accrual basis, with all assets 
and liabilities stated at current fair values, including Cox’s goodwill implicit in the terms of the common stock issuance.
Additional information:
1. Amounts due from customers totaled $23,500 at December 31, 1986. A review of collectibility disclosed that an 
allowance for doubtful accounts of $3,300 is required.
2. The $39,000 merchandise inventory is based on a physical count of goods priced at cost. Unsalable damaged goods 
costing $2,500 are included in the count. The current fair value of the total merchandise inventory is $45,000.
3. On July 1, 1986, Cox paid $3,800 to renew the comprehensive insurance coverage for one year.
4. The $10,000 note payable is dated July 1, 1986, bears interest at 12% , and is due July 1, 1987.
5. Unpaid vendors’ invoices totaled $30,500 at December 31, 1986.
6. During January 1987, final payroll tax returns filed for Cox Stationery Supply required remittances totaling $2,100.
7. Not included in the trial balance is the $3,500 principal balance at December 31, 1986, of the three-year loan to 
purchase a delivery van on December 31, 1984. The debt was assumed by the corporation on January 1, 1987. The current 
fair value of the used equipment is $40,000, including the delivery van.
8. Cox Stationers, Inc., has 7,500 authorized shares of $50 par common stock.
Required:
a. Prepare a schedule to compute Cox’s goodwill implicit in the issuance to him of 1,000 shares of common stock for 
his business.
b. Prepare a formal balance sheet of Cox Stationers, Inc., at January 1 , 1987, immediately after the issuance of common 
stock to Cox and Rice. Journal entries and trial balance worksheet are not required.
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EXAMINATION IN ACCOUNTING PRACTICE — PART II
May 7, 1987; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
P oin t E stim ated  M inutes
Value M inim um  M axim um
No. 1 
No. 2 
No. 3 
No. 4 
No. 5
10 45 55
10 45 55
10 45 55
10 45 55
10 40 50
50 220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com­
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. Support all problem-type answers with properly 
labeled and legible calculations that can be 
identified as sources of amounts in formal 
schedules, entries, worksheets, or other answers, to
show how your final answer was derived. Computa­
tion sheets should identify the question to which 
they relate, be placed immediately following the 
answer to that question, and be numbered in 
sequence with the other pages. Failure to enclose 
supporting calculations may result in loss of grading 
points because it may be impossible to determine 
how your amounts were computed.
4. For Question Number 5 be sure to include the com­
pleted tear-out worksheet in the proper sequence 
with other answer sheets.
5. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
P repared  b y  the B oard  o f  E xam iners o f  the A m erican  In stitu te  o f  C ertified  P ublic A ccou n tan ts  
a n d  a d o p ted  by  the exam ining boards o f  all sta tes, the D istrict o f  C olum bia, Guam , 
P u erto  R ico , an d  the Virgin Islands o f  th e U nited States.
15
Total
Examination Questions — May 1987
Instructions
Questions Number 1, 2, and 3 each consist of 20 
multiple choice items. Select the best answer for each of 
the items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on the 
total number of your correct answers for each question.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales last 
year for Baker Company?
a.
b.
c
d.
$4,800,000
$5,100,000
$5,200,000
$5,260,000
Answer Sheet
9 7 .   
Number 1 (Estimated tim e------45 to 55 minutes)
Select the best answer for each of the following items 
relating to a variety of financial accounting problems.
Items to be Answered
Items 1 and 2 are based on the following data relating 
to a construction job started by Syl Co. during 1986:
Total contract price $100,000
Actual costs during 1986 20,000
Estimated remaining costs 40,000
Billed to customer during 1986 30,000
Received from customer during 1986 10,000
1. Under the completed contract method, how much 
should Syl recognize as gross profit for 1986?
a. $0
b. $ 4,000
c. $10,000
d. $12,000
2. Under the percentage-of-completion method, how 
much should Syl recognize as gross profit for 1986?
a. $0
b. $13,333
c. $26,667
d. $33,333
3. On January 1,1986, Neu Co. sold equipment costing 
$380,000, with accumulated depreciation of $160,000 on 
the date of sale. Neu received as consideration for the sale 
a $400,000 noninterest bearing note due January 1, 1989. 
There was no established exchange price for the equip­
ment, and the note had no ready market. The prevailing 
rate of interest for a note of this type at January 1, 1986, 
was 10%. The present value of 1 at 10% for three periods 
is 0.75. In Neu’s 1986 income statement, how much should 
be included for interest income?
a. $40,000
b. $33,333
c. $30,000
d. $13,500
Items 4 through 11 are based on the following data:
The separate condensed balance sheets and income 
statements of Par Corp. and its wholly-owned subsidiary, 
Sub Corp., are as follows:
BALANCE SHEETS 
December 31, 1986
Par Sub
Assets
Current 
Cash 
Accounts 
receivable (net) 
Inventories 
Total current assets 
Property, plant, and 
equipment (net) 
Investment in Sub 
(equity method)
Total assets
$ 150,000
190,000 
90,000
430,000
365,000
315,000
$1,110,000
$ 50,000
60,000
40,000
150,000
200,000
$350,000
Liabilities and Stockholders' Equity
Current liabilities 
Accounts payable 
Accrued liabilities
Total current 
liabilities
Stockholders’ equity 
Common stock 
($10 par)
Additional paid-in 
capital
Retained earnings
Total stockholders’ 
equity
Total liabilities and 
stockholders’ equity
$ 100,000
30,000
130,000
220,000
140,000
620,000
980,000
$ 1,110,000
$ 60,000
20,000
80,000
30,000
100,000
140,000
270,000 
$350,000
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INCOME STATEMENTS
For the Year Ended December 31, 1986
Par Sub
Sales
Cost of goods sold
Gross margin
Other operating 
expenses
Operating income
Equity in earnings 
of Sub
Income before 
income taxes
Provision for 
income taxes
Net income
$1,000,000
770,000
230,000
130,000
100,000
25,000
125,000
40,000 
$ 85,000
$300,000
200,000
100,000
50,000
50,000
50,000
20,000 
$ 30,000
Additional information: *•
• On January 1, 1986, Par purchased for $300,000 all 
of Sub’s $10 par, voting common stock. On January 
1, 1986, the fair value of Sub’s assets and liabilities 
equaled their carrying amount of $330,000 and 
$80,000, respectively. Par’s policy is to amortize in­
tangible assets over a 10-year period, unless a definite 
life is ascertainable.
• During 1986, Par and Sub paid cash dividends of 
$50,000 and $10,000, respectively. For tax purposes, 
Par receives the 100% exclusion for dividends received 
from Sub.
• There were no intercompany transactions except for 
Par’s receipt of dividends from Sub, and Par’s record­
ing of its share of Sub’s earnings.
• On June 30, 1986, Par issued 2,000 shares of com­
mon stock for $17 per share. There were no other 
changes in either P ar’s or Sub’s common stock dur­
ing 1986.
• Both Par and Sub paid income taxes at the rate of 
40%.
4. In the 1986 consolidated income statement of Par 
and its subsidiary, Sub, what amount should be reported 
as consolidated net income?
a. $ 60,000
b. $ 85,000
c. $ 90,000
d. $115,000
5. The consolidated balance sheet of Par and its sub­
sidiary, Sub, should report total consolidated assets of
a. $1,110,000
b. $1,145,000
c. $1,190,000
d. $1,460,000
6. The consolidated balance sheet of Par and its sub­
sidiary, Sub, should report total retained earnings of
a. $620,000
b. $640,000
c. $650,000
d. $760,000
7. In the consolidated income statement of Par and its 
subsidiary, Sub, how much expense should be reported 
for amortization of goodwill?
a. $0
b. $ 3,000
c. $ 5,000
d. $10,000
8. In computing the consolidated earnings per share for 
Par and its subsidiary, Sub, the number of shares used 
should be
a. 25,000
b. 24,000
c. 22,000
d. 21,000
9. In the December 31 , 1986 consolidated balance sheet 
of Par and its subsidiary, Sub, how much should be 
reported as total current assets?
a. $150,000
b. $280,000
c. $430,000
d. $580,000
10. Par’s January 1 ,  1986 inventory was $110,000. Par’s 
(parent only) 1986 inventory turnover ratio was
a. 11.1
b. 10.0
c. 7.7
d. 7.0
11. In Par’s 1986 income statement, what amount of 
deferred income taxes on Par’s equity in Sub’s earnings 
should be included in Par’s provision for income taxes?
a. $0
b. $ 2,000
c. $10,000
d. $12,000
12. In January 1987, Noll Corp. paid property taxes of 
$20,000 covering the calendar year 1987. Also in January 
1987, Noll estimated that its year-end bonuses to factory 
workers would amount to $80,000 for 1987. In Noll’s 
quarterly income statement for the three months ended 
March 31, 1987, what is the total amount of expense 
relating to these two items that should be reported?
a. $25,000
b. $20,000
c. $ 5,000
d. $0
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13. On May 1 , 1986, Lane Corp. bought a parcel of land 
for $100,000. Seven months later, Lane sold this land to 
a triple-A rated company for $150,000, under the follow­
ing terms: 25%  at closing, and a first mortgage note (at 
the market rate of interest) for the balance. The first pay­
ment on the note, plus accrued interest, is due December 
1, 1987.  Lane reported this sale on the installment basis 
in its 1986 tax return. In its 1986 income statement, how 
much gain should Lane report from the sale of this land?
a. $0
b. $12,500
c. $37,500
d. $50,000
14. James Lee, M.D., keeps his accounting records on 
a cash basis. During 1986, Dr. Lee collected $100,000 in 
fees from his patients. At December 31 , 1985, Dr. Lee had 
accounts receivable of $20,000. At December 31, 1986, 
Dr. Lee had accounts receivable of $30,000, and unearned 
fees of $1,000. On an accrual basis, how much was Dr. 
Lee’s patient service revenue for 1986?
a. $111,000
b. $109,000
c. $ 90,000
d. $ 89,000
Items 15 through 17 are based on the following data:
Lake Corporation’s accounting records showed the 
following investments at January 1, 1986:
Common stock:
During the year ended December 3 1 , 1986, Lake received 
cash dividends of $1,000 from Kar, and $15,000 from Aub, 
whose 1986 net incomes were $75,000 and $150,000, 
respectively. Lake also received $48,000 rent from Day 
in 1986, and the following royalties from Barr:
1985
1986
March 1
$3,000
4,000
September 1
$5,000
7,000
Barr estimated that sales of the trademarked items would 
total $20,000 for the last half of 1986.
15. In Lake’s 1986 income statement, how much should 
be reported for dividend revenue?
a. $16,000
b. $ 2,400
c. $ 1,000
d. $ 150
16. In Lake’s 1986 income statement, how much should 
be reported for royalty revenue?
a. $14,000
b. $13,000
c. $11,000
d. $ 9,000
17. In Lake’s 1986 income statement, how much should 
be reported for rental revenue?
a. $43,000
b. $48,000
c. $53,000
d. $53,800
Kar Corp. (1,000 shares)
Aub Corp. (5,000 shares)
Real estate:
Parking lot (leased to Day Co.) 
Other:
Trademark (at cost, less 
accumulated amortization)
Total investments
$ 10,000 
100,000
300,000
25,000
$435,000
Lake owns 1 Vo of Kar and 30% of Aub. Lake’s directors 
constitute a majority of Aub’s directors. The Day lease, 
which commenced on January 1, 1984, is for ten years, 
at an annual rental of $48,000. In addition, on January 1, 
1984, Day paid a nonrefundable deposit of $50,000, as 
well as a security deposit of $8,000 to be refunded upon 
expiration of the lease. The trademark was licensed to Barr 
Co. for royalties of 10% of sales of the trademarked items. 
Royalties are payable semiannually on March 1 (for sales 
in July through December of the prior year), and on 
September 1 (for sales in January through June of the same 
year).
18. On September 1 , 1986, Ron Corp. issued 1,000 shares 
of its $25 par treasury common stock for a parcel of land 
to be held for a future plant site. The treasury shares were 
acquired by Ron at a cost of $30 per share. Ron’s com­
mon stock had a fair market value of $40 per share on 
September 1 ,  1986. Ron received $5,000 from the sale of 
scrap when an existing structure on the site was razed. At 
what amount should the land be carried?
a. $40,000
b. $35,000
c. $30,000
d. $25,000
19. In November and December 1986, Gee Co., a newly 
organized magazine publisher, received $36,000 for 1,000 
three-year subscriptions at $12 per year, starting with the 
January 1987 issue of the magazine. Gee elected to include 
the entire $36,000 in its 1986 income tax return. How much 
should Gee report in its 1986 income statement for sub­
scriptions revenue?
a. $36,000
b. $12,000
c. $ 2,000
d. $0
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20. Lin Co., a distributor of machinery, bought a 
machine from the manufacturer in November 1986 for 
$10,000. On December 30, 1986, Lin sold this machine 
to Zee Hardware for $15,000, under the following terms: 
2% discount if paid within 30 days, 1% discount if paid 
after 30 days but within 60 days, or payable in full within 
90 days if not paid within the discount periods. However, 
Zee had the right to return this machine to Lin if Zee was 
unable to resell the machine before expiration of the 90-day 
payment period, in which case Zee’s obligation to Lin 
would be canceled. In Lin’s net sales for the year ended 
December 31,  1986, how much should be included for the 
sale of this machine to Zee?
a. $0
b. $14,700
c. $14,850
d. $15,000
Number 2 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following items 
relating to a variety of managerial accounting problems.
Items to be Answered
Items 23 through 25 are based on the following data 
pertaining to Lam Co.’s manufacturing operations:
Inventories
Direct materials 
Work-in-process 
Finished goods
4/1/87
$18,000
9,000
27,000
4/30/87
$15,000
6,000
36,000
Additional information for the month of April 1987:
Direct materials purchased 
Direct labor payroll
Direct labor rate per hour 
Factory overhead rate 
per direct labor hour
$42,000
30,000
$ 7.50
10.00
23. For the month of April 1987, prime cost incurred was
a. $75,000
b. $69,000
c. $45,000
d. $39,000
21. Joe Neil, CPA, has among his clientele a charitable 
organization that has a legal permit to conduct games of 
chance for fund-raising purposes. Neil’s client derives its 
profit from admission fees and the sale of refreshments, 
and therefore wants to “ break even’’ on the games of 
chance. In one of these games, the player draws one card 
from a standard deck of 52 cards. A player drawing any 
one of four “ queens’’ wins $5, and a player drawing any 
one of 13 “ hearts’’ wins $2. Neil is asked to compute the 
price that should be charged per draw, so that the total 
amount paid out for winning draws can be expected to 
equal the total amount received from all draws. Which 
one of the following equations should Neil use to com­
pute the price (P)?
d. 4 (5) + 11(2) = P
52 52
22. Ral Co. sells 20,000 radios evenly throughout the 
year. The cost of carrying one unit in inventory for one 
year is $8, and the purchase order cost per order is $32. 
What is the economic order quantity?
a. 625
b. 400
c. 283
d. 200
24. For the month of April 1987, conversion cost in­
curred was
a. $30,000
b. $40,000
c. $70,000
d. $72,000
25. For the month of April 1987, cost of goods manufac­
tured was
a. $118,000
b. $115,000
c. $112,000
d. $109,000
26. The following standard costs pertain to a compo­
nent part manufactured by Bor Co.:
Direct materials 
Direct labor 
Factory overhead
Standard cost per unit
$ 4 
10 
40 
$54
Factory overhead is applied at $1 per standard machine 
hour. Fixed capacity cost is 60% of applied factory 
overhead, and is not affected by any “ make or buy’’ deci­
sion. It would cost $49 per unit to buy the part from an 
outside supplier. In the decision to “ make or buy,’’ what 
is the total relevant unit manufacturing cost?
a. $54
b. $38
c. $30
d. $ 5
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a. 5 -  2 = 35p
52
b. 4 (5) + 13 2) = 35p  
52 52 52
c. 4 (5 -  P) + 13(2 -  P) = P 
52 52
Examination Questions — May 1987
27. Meg Co. has developed a regression equation to 
analyze the behavior of its maintenance costs (Q) as a func­
tion of machine hours (Z). The following equation was 
developed by using 30 monthly observations with a related 
coefficient of determination of .90:
Q = $6,000 + $5.25Z
If 1,000 machine hours are worked in one month, the 
related point estimate of total maintenance costs would be
a. $11,250
b. $10,125
c. $ 5,250
d. S 4,725
28. Aba Caterers quotes a price of $30 per person for 
a dinner party. This price includes the 6% sales tax and 
the 15% service charge. Sales tax is computed on the food 
plus the service charge. The service charge is computed 
on the food only. At what amount does Aba price the 
food?
a. $23.70
b. $24.61
c. $25.50
d. $28.20
29. During May, Roy Co. produced 10,000 units of 
Product X. Costs incurred by Roy during May were as 
follows:
31. Axe Co. produces joint products J and K from a 
process that yields byproduct B. The cost assigned to 
byproduct B is its market value less additional costs in­
curred after splitoff. Information concerning a batch pro­
duced in April at a joint cost of $60,000 is as follows:
After Splitoff
Product
Units
produced
Additional
costs
Market
values
J 1,000 $15,000 $50,000
K 2,000 10,000 40,000
B 4,000 2,000 5,000
How much of the joint cost should be allocated to the joint 
products?
a. $53,000
b. $55,000
c. $57,000
d. $58,000
Items 32 and 33 are based on the following data:
The following processing standards have been set for 
Duo Co.’s clerical workers:
Direct materials $10,000
Number of hours per 1,000 papers 
processed 150
Direct labor 20,000 Normal number of papers processed
Variable manufacturing overhead 5,000 per year 1,500,000
Variable selling and general 3,000 Wage rate per 1,000 papers $600
Fixed manufacturing overhead 9,000 Standard variable cost of processing
Fixed selling and general 4,000 1,500,000 papers $900,000
Total $51,000 Fixed costs per year $150,000
Under absorption costing, Product X’s unit cost was
a. $5.10
b. $4.40
c. $3.80
d. $3.50
30. The following data appeared in the accounting 
records of a retail store for the year ended December 31, 
1986:
Sales $150,000
Purchases 70,000
Inventories;
January 1 35,000
December 31 50,000
Sales commissions 5,000
How much was the gross margin?
a. $65,000
b. $75,000
c. $90,000
d. $95,000
The following information pertains to the 1,200,000 papers 
that were processed during 1986:
Total cost 
Labor cost 
Labor hours
$915,000
$760,000
190,000
32. For 1986, Duo’s expected total cost to process the 
1,200,000 papers, assuming standard performance, should 
be
a. $910,000
b. $900,000
c. $870,000
d. $840,000
33. For 1986, Duo’s labor rate variance would be
a. $40,000 unfavorable.
b. $32,000 favorable.
c. $10,000 unfavorable.
d. $0.
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Items 34 through 38 are based on the following 
selected data pertaining to Mar Co.’s Alo Division for 
1986:
Sales $100,000
Variable costs 60,000
Traceable fixed costs 10,000
Average invested capital 20,000
Imputed interest rate
on average invested
capital \2%
In addition, consideration is being given to the possible 
purchase of a $30,000 machine for Alo, which is expected 
to result in a decrease of $12,000 per year in cash operating 
expenses. This machine, which has no residual value, has 
an estimated useful life of five years and will be depreciated 
on a straight-line basis.
34. Before the purchase of the $30,000 machine, Alo’s 
breakeven point in sales dollars was
a. $16,667
b. $25,000
c. $30,000
d. $70,000
35. Before the purchase of the $30,000 machine, Alo’s 
return on investment was
a. 60%
b. 15%
c. 138%
d. 150%
36. Before the purchase of the $30,000 machine, Alo’s 
residual income was
a. $27,600
b. $30,000
c. $32,400
d. $40,000
37. For the new machine, the accounting rate of return 
based on initial investment would be
a. 12%
b. 20%
c. 30%
d. 40%
38. If income taxes are ignored, the payback period for
39. Glo Co., a manufacturer of combs, budgeted sales 
of 125,000 units for the month of April 1987. The follow­
ing additional information is provided:
Actual inventory at April 1 
Work-in-process 
Finished goods
Budgeted inventory at April 30 
Work-in-process (75% processed) 
Finished goods
Number 
o f  units
None
37,500
8,000
30,000
How many equivalent units of production did Glo budget 
for April 1987?
a. 126,500
b. 125,500
c. 123,500
d. 117,500
40. Bart Co. adds materials at the beginning of the pro­
cess in Department M. The following information per­
tains to Department M’s work-in-process during April:
Work-in-process, April 1 
(60% complete as to conversion cost) 
Started in April 
Completed
Work-in-process, April 30 
(7 5% complete as to conversion cost)
Units
3,000
25,000
20,000
8,000
Under the weighted average method, the equivalent units 
for conversion cost are
a. 26,000
b. 25,000
c. 24,200
d. 21,800  
Number 3 (Estimated tim e----- 45 to 55 minutes)
Select the best answer for each of the following 
items relating to the federal income taxation of corpora­
tions, partnerships, and exempt organizations. The 
answers should be based on the Internal Revenue Code 
and Tax Regulations in effect for the tax period specified 
in the item. If no tax period is specified, use the current 
Internal Revenue Code and Tax Regulations. If 1987 is 
indicated as the tax year, assume that the year has ended.
Items to be Answered
new machine would be 41. The accumulated earnings tax is not imposed on
a. 1.67 years. corporations that
b. 2.50 years. a. Are personal holding companies.
c. 4.17 years. b. Are subsidiary corporations.
d. 5.00 years. c. Have assets with an aggregate book value of less
than $1,000,000.
d. Have more than 100 stockholders.
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42. For the year ended December 31, 1987, Sol Corp. 
had an operating income of $20,000. In addition, Sol had 
capital gains and losses resulting in a net short-term capital 
gain of $2,000 and a net long-term capital loss of $7,000. 
How much of the excess of net long-term capital loss over 
net short-term capital gain could Sol offset against 
ordinary income for 1987?
a. $5,000
b. $3,000
c. $1,500
d. $0
43. Bow, Inc., an S corporation, has three equal 
stockholders. For the year ended December 31 , 1987, Bow 
had taxable income and current earnings and profits of 
$300,000. Bow made cash distributions totaling $120,000 
during 1987. For 1987, what amount from Bow should 
be included in each stockholder’s gross income?
a. $140,000
b. $100,000
c. $ 60,000
d. $ 40,000
44. Kee Holding Corp. has 80 unrelated equal stock­
holders. For the year ended December 31, 1987, Kee’s 
income comprised the following:
Net rental income 
Commissions earned on 
sales of franchises 
Dividends from taxable 
domestic corporations
$ 1,000 
3,000 
90,000
Deductible expenses for 1987 totaled $10,000. Kee paid 
no dividends for the past three years. Kee’s liability for 
personal holding company tax for 1987 will be based on
a. $12,000
b. $11,000
c. $ 9,000
d. $0
45. To qualify for tax-free incorporation, a sole pro­
prietor must be in control of the transferee corporation 
immediately after the exchange of the proprietorship’s 
assets for the corporation’s stock. “ Control” for this pur­
pose means ownership of stock amounting to at least
a. 80.00%
b. 66.67
c. 51.00%
d. 50.00%
Items 47 through 49 are based on the following data:
Ram Corp.’s operating income for the year ended 
December 31, 1987 amounted to $100,000. In addition, 
Ram received $2,000 in dividends from an unrelated tax­
able domestic corporation in 1987. Included in Ram’s 1987 
operating expenses is a $6,000 insurance premium on a 
policy insuring the life of Ram’s president. Ram is 
beneficiary of this policy. Also in 1987, a machine owned 
by Ram was completely destroyed in an accident. This 
machine’s adjusted basis immediately before the casualty 
was $15,000. The machine was not insured and had no 
salvage value.
47. In Ram’s 1987 tax return, what amount should be 
included in taxable income for the dividends?
a. $ 300
b. $ 400
c. $1,600
d. $1,700
48. In Ram’s 1987 tax return, what amount should be 
deducted for the $6,000 life insurance premium?
a. $6,000
b. $5,000
c. $1,000
d. $0
49. In Ram’s 1987 tax return, what amount should be 
deducted for the casualty loss?
a. $ 5,000
b. $ 5,400
c. $14,900
d. $15,000
50. For the first taxable year in which a corporation has 
qualifying research and experimental expenditures, the 
corporation
a. Has a choice of either deducting such expendi­
tures as current business expenses, or capitaliz­
ing these expenditures.
Has to treat such expenditures in the same man­
ner as they are accounted for in the corporation’s 
financial statements.
Is required to deduct such expenditures currently 
as business expenses or lose the deductions.
Is required to capitalize such expenditures and 
amortize them ratably over a period of not less 
than 60 months.
b.
c.
46. Which one of the following is a capital asset?
a. Delivery truck.
b. Goodwill.
c. Land used as a parking lot for customers.
d. Treasury stock, at cost.
51. A corporation may reduce its income tax by taking 
a tax credit for
a. Accelerated depreciation.
b. State income taxes.
c. Foreign income taxes.
d. Dividends-received exclusion.
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52. To qualify as an exempt organization, the applicant
a. Need not be specifically identified as one of the 
classes upon which exemption is conferred by 
the Internal Revenue Code, provided that the 
organization’s purposes and activities are of a 
nonprofit nature.
b. Must not be classified as a social club.
c. Must file a written application with the Inter­
nal Revenue Service, even where no official 
forms are provided.
d . Must meet the tests that permit donors to deduct 
their contributions on their individual or cor­
porate tax returns.
53. Ben Krug, sole proprietor of Krug Dairy, hired Jan 
Karl in 1980 for an agreed salary and the promise of a 
10% partnership capital interest if Karl continued in 
Krug’s employ until the end of 1986. On January 1 ,  1987, 
when the fair value of the business was $300,000, the part­
nership was formed as agreed. On what amount will Karl 
have to pay tax in 1987 for the partnership capital interest 
received by him?
a. $0
b. $12,000
c. $18,000
d. $30,000
54. The following information pertains to land con­
tributed by Bea Dott for a 30% interest in a new 
partnership:
Dott’s adjusted basis $ 42,000
Fair market value 150,000
Mortgage assumed by partnership 60,000
How much is Dott’s basis for her partnership interest?
a. $0
b. $24,000
c. $27,000
d. $42,000
55. In March 1987, Lou Cole bought 100 shares of a 
listed stock for $10,000. In May 1987, Cole sold this stock, 
for its fair market value of $16,000, to the partnership 
of Rook, Cole & Clive. Cole owned a one-third interest 
in this partnership. In Cole’s 1987 tax return, what amount 
should be reported as short-term capital gain as a result 
of this transaction?
a. $6,000
b. $4,000
c. $2,000
d. $0
57. Mem Corp., which had earnings and profits of 
$500,000, made a nonliquidating distribution of property 
to its stockholders in 1987, as a dividend in kind. This prop­
erty, which had an adjusted basis of $10,000 and a fair 
market value of $15,000 at the date of distribution, did 
not constitute assets used in the active conduct of Mem’s 
business. How much gain did Mem have to recognize on 
this distribution?
a. $0
b. $ 5,000
c. $10,000
d. $15,000
58. With regard to corporate reorganizations, which one 
of the following statements is correct?
a. A mere change in identity, form, or place of 
organization of one corporation does not qualify 
as a reorganization.
b. The reorganization provisions can not be used 
to provide tax-free treatment for corporate 
transactions.
c. Securities in corporations not parties to a 
reorganization are always “ boot.”
d. A “ party to the reorganization” does not in­
clude the consolidated company.
59. In 1987, Aca Corp. adopted a plan of complete 
liquidation. Distributions to stockholders in 1987, under 
this plan of complete liquidation, included marketable 
securities purchased in 1980 with a basis of $100,000 and 
a fair market value of $120,000 at the date of distribu­
tion. On June 30, 1987, the date this plan of complete 
liquidation was adopted, Aca had 100 equal stockholders, 
and the fair market value of all of Aca’s outstanding stock 
was $12,000,000. In Aca’s 1987 return, what amount 
should be reported as long-term capital gain?
a. $20,000
b. $10,000
c. $ 8,000
d. $0
60. The private foundation status of an exempt organiza­
tion will terminate if it
a. Does not distribute all of its net assets to one 
or more public charities.
b. Qualifies as an exempt operating foundation.
c. Becomes a public charity.
d . Is governed by a charter that limits the organiza­
tion’s exempt purposes.
56. If an exempt organization is a corporation, the tax 
on unrelated business taxable income is
a. Computed at corporate income tax rates.
b. Computed at rates applicable to trusts.
c. Treated as a credit against the tax on recognized 
capital gains.
d. Abated.
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Number 4 (Estimated tim e----- 45 to 55 minutes)
In December 1986, John Ford (age 40) died, leaving a wife (Ann, age 35) and a dependent son (Earl, age 3). A 1986 
joint return was filed in April 1987 for John and Ann. Ann now consults you, as a CPA, for advice as to how the 1986 Tax 
Reform Act is expected to affect her 1987 tax status. She furnishes you with the following projections pertaining to her ex­
pected cash receipts and expenditures for the year ending December 31, 1987:
Employment as an outside salesperson:
Gross salary and commissions $50,000
Ordinary and necessary employee business 
expenses
Allowable transportation 4,000
Stationery, postage, telephone 1,000
Payroll taxes
Federal income tax withheld 9,000
FICA tax withheld 3,132
State income tax withheld 1,800
Employment as part-time teacher:
Gross salary 3,000
Payroll taxes
  Federal income tax withheld 300
FICA tax withheld 215
Other cash expected to be received in 1987:
Bequest under husband’s will 25,000
Life insurance proceeds on husband’s death 15,000
Dividends from taxable domestic corporations 500
Gross lottery winnings in January 1987 2,000
Security transaction in 1987:
Net proceeds from sale of 500 shares of stock 10,000
(This stock was inherited from Ann’s father,
Sam, in 1980; Sam had paid $2,500 for this 
stock, which had a fair market value of $6,000 
on the date of Sam’s death; Sam’s estate did not 
elect to use the alternate valuation date.)
In addition, John had provided in his will for the establishment of a simple trust, under which all of the trust’s income was 
required to be distributed currently to Ann, as beneficiary of this trust. The entire trust principal was invested in bank cer­
tificates of deposit. Trust income is expected to be $12,000 in 1987. However, Ann wants to draw only $7,000 of this income 
in 1987.
During 1987, Ann expects to have the following cash expenditures in addition to those indicated previously:
Food, clothing, household, and miscellaneous 
personal expenses for both Ann and Earl $20,000
Estimated income tax — federal 5,000
Estimated income tax — state 1,200
State inheritance tax on John’s taxable estate 2,100
Realty taxes on residence 3,600
City and state sales taxes 1,100
Auto license and registration fees 50
Contribution to church 600
Political contribution 100
Lottery tickets 420
Pari-mutuel gambling 480
Examination Questions — May 1987
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Number 4 (continued)
Required:
a. Prepare a schedule listing all items of projected receipts and expenditures that have no effect on Ann Ford’s 1987 
federal taxable income.
b. Prepare a schedule computing Ann Ford’s projected 1987 federal taxable income, in the following sequence:
Adjusted gross income 
Itemized deductions
Personal exemptions ($1,900 per exemption)
Taxable income
c. Assume that Ann Ford’s projected 1987 federal income tax on her federal taxable income will be $12,421 before 
credits and prepayments of tax. Compute the projected balance of tax payable or net overpayment.
Accounting Practice — Part II
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Number 5 (Estimated tim e----- 40 to 50 minutes)
Esperanza Hospital’s post-closing trial balance at December 31, 1986, appears on the tear-out worksheet on 
page 14.
Esperanza, which is a nonprofit hospital, did not maintain its books in conformity with the principles of hospital fund 
accounting. Effective January 1, 1987, Esperanza’s board of trustees voted to adjust the December 31, 1986 general ledger 
balances, and to establish separate funds for the general (unrestricted) funds, the endowment fund, and the plant replacement 
and expansion fund.
Additional account information:
• Investment in corporate bonds pertains to the amount required to be accumulated under a board policy to invest 
cash equal to accumulated depreciation until the funds are needed for asset replacement. The $500,000 balance at December 
31, 1986, is less than the full amount required because of errors in computation of building depreciation for past years. 
Included in the allowance for depreciation is a correctly computed amount of $90,000 applicable to equipment.
Examination Questions — May 1987
Endowment fund  balance has been credited with the following:
Donor’s bequest of cash 
Gains on sales of securities
Interest and dividends earned in 1984, 1985, and 1986 
Total
$300,000
100,000
120,000
$520,000
The terms of the bequest specify that the principal, plus all gains on sales of investments, are to remain fully invested 
in U.S. government or corporate securities. At December 31, 1986, $400,000 was invested in U.S. Treasury bills. The 
bequest further specifies that interest and dividends earned on investments are to be used for payment of current operating 
expenses.
Land comprises the following;
Donation of land in 1970, at appraised value 
Appreciation in fair value of land as determined 
by independent appraiser in 1980
Total
$ 40,000
60,000
$100,000
Building comprises the following:
Hospital building completed in January 1947, when operations 
were started (estimated useful life 50 years), at cost $720,000
Installation of elevator in January 1967 
(estimated useful life 20 years), at cost 80,000
Total $800,000
Required:
Turn to the tear-out worksheet on pages 14 and 15, and enter the adjustments necessary to restate the general ledger 
account balances properly. Distribute the adjusted balances to establish the separate fund accounts, and complete the worksheet. 
Formal journal entries are not required, but supporting computations should be referenced to the worksheet adjustments.
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EXAMINATION IN AUDITING
May 7, 1987; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ..........................
No. 2 ..........................
No. 3 ..........................
No. 4 ..........................
No. 5 ..........................
Point Estimated Minutes
Value Minimum Maximum
60 90 110
10 15 25
10 15 25
10 15 25
10 15 25
100 150 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com­
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f  Examiners o f  the American Institute o f  Certified Public Accountants 
and adopted by the examining boards o f  all states, the District o f  Columbia. Guam, 
Puerto Rico, and the Virgin Islands o f  the United States.
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Examination Questions — May 1987
Number 1 (Estimated tim e----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the ap­
propriate circle on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on the total 
number of your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards 
specifies that an auditor should
a. Inspect all property and equipment acquired 
during the year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the ex­
isting internal accounting control.
d. Count client petty cash funds.
Answer Sheet 
96.  
Items to be Answered
1. When performing an audit of a city that is subject 
to the requirements of the Uniform Single Audit Act of 
1984, an auditor should adhere to
a. Governmental Accounting Standards Board 
General Standards.
b. Governmental Finance Officers Association 
Governmental Accounting, Auditing, and 
Financial Reporting Principles.
c. General Accounting Office Standards fo r  Audit 
o f Governmental Organizations, Programs, Ac­
tivities, and Functions.
d. Securities and Exchange Commission Regula­
tion S-X.
2. When considering internal control, an auditor should 
be aware of the concept of reasonable assurance, which 
recognizes that the
a. Segregation of incompatible functions is 
necessary to ascertain that internal control is 
effective.
b. Employment of competent personnel provides 
assurance that the objectives of internal control 
will be achieved.
c. Establishment and maintenance of a system of 
internal control is an important responsibility 
of the management and not of the auditor.
d. Cost of internal control should not exceed the 
benefits expected to be derived from internal 
control.
3. An abnormal fluctuation in gross profit that might 
suggest the need for extended audit procedures for sales 
and inventories would most likely be identified in the plan­
ning phase of the audit by the use of
a. Tests of transactions and balances.
b. A preliminary review of internal accounting 
control.
c. Specialized audit programs.
d. Analytical review procedures.
4. Which of the following statements best describes the 
auditor’s responsibility regarding the detection of material 
errors and irregularities?
a. The auditor is responsible for the failure to 
detect material errors and irregularities only 
when such failure results from the nonapplica­
tion of generally accepted accounting principles.
b. Extended auditing procedures are required to 
detect material errors and irregularities if the 
auditor’s examination indicates that they may 
exist.
c. The auditor is responsible for the failure to 
detect material errors and irregularities only 
when the auditor fails to confirm receivables or 
observe inventories.
d. Extended auditing procedures are required to 
detect unrecorded transactions even if there is 
no evidence that material errors and ir­
regularities may exist.
5. When unable to obtain sufficient competent eviden­
tial matter to determine whether certain client acts are 
illegal, the auditor would most likely issue
a. An unqualified opinion with a separate ex­
planatory paragraph.
b . Either a qualified opinion or an adverse opinion.
c. Either a disclaimer of opinion or a qualified 
opinion.
d. Either an adverse opinion or a disclaimer of 
opinion.
6. The primary purpose of a management advisory ser­
vices engagement is to help the client
a. Become more profitable by relying upon the 
CPA’s existing personal knowledge about the 
client’s business.
b . Improve the use of its capabilities and resources 
to achieve its objectives.
c. Document and quantify its future plans without 
impairing the CPA’s objectivity or allowing the 
CPA to assume the role of management.
d. Obtain benefits that are guaranteed implicitly 
by the CPA.
7. Which of the following is least likely to be evidence 
the auditor examines to determine whether operations are 
in compliance with the internal accounting control system?
a. Records documenting usage of EDP programs.
b. Canceled supporting documents.
c. Confirmations of accounts receivable.
d. Signatures on authorization forms.
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8. Which of the following most likely constitutes a 
weakness in the internal accounting control of an EDP 
system?
The control clerk establishes control over data 
received by the EDP department and reconciles 
control totals after processing.
The application programmer identifies pro­
grams required by the systems design and 
flowcharts the logic of these programs.
The systems analyst reviews output and controls 
the distribution of output from the EDP 
department.
The accounts payable clerk prepares data for 
computer processing and enters the data into the 
computer.
a.
b.
c.
d.
Item 9 is based on the following information:
The diagram below depicts the auditor’s estimated 
deviation rate compared with the tolerable rate, and also 
depicts the true population deviation rate compared with 
the tolerable rate.
True State o f Population
Deviation Rate 
Exceeds Tolerable 
Rate
Deviation Rate 
is Less Than 
Tolerable Rate
10. After completing the preliminary phase of the review 
of internal accounting control, the auditor decides not to 
rely on the system to restrict substantive tests. Documen­
tation may be limited to the auditor’s
a. Understanding of the internal accounting con­
trol system.
b. Reasons for deciding not to extend the review.
c. Basis for concluding that errors and ir­
regularities will be prevented.
d. Com pleted internal accounting control 
questionnaire.
11. Based on a study and evaluation completed at an in­
terim date, the auditor concludes that no significant in­
ternal accounting control weaknesses exist. The records 
and procedures would most likely be tested again at year- 
end if
a. Compliance tests were not performed by the in­
ternal auditor during the remaining period.
b . The internal accounting control system provides 
a basis for reliance in reducing the extent of 
substantive testing.
c. The auditor used nonstatistical sampling dur­
ing the interim period compliance testing.
d. Inquiries and observations lead the auditor to 
believe that conditions have changed.
12. For effective internal accounting control, employees 
maintaining the accounts receivable subsidiary ledger 
should not also approve
a. Employee overtime wages.
b. Credit granted to customers.
c. Write-offs of customer accounts.
d. Cash disbursements.
Auditor’s 
Estimate 
Based On 
Sample Results
Deviation Rate 
Exceeds 
Tolerable 
Rate
Deviation Rate 
is Less Than 
Tolerable 
Rate
I. III.
II. IV.
9. A s a result of compliance testing, the auditor under­
relies on internal accounting control and thereby increases* 
substantive testing. This is illustrated by situation
a. I.
b. II.
c. III.
d. IV.
13. The completeness of EDP-generated sales figures can 
be tested by comparing the number of items listed on the 
daily sales report with the number of items billed on the 
actual invoices. This process uses
a. Check digits.
b. Control totals.
c. Validity tests.
d. Process tracing data.
14. An internal accounting control questionnaire in­
dicates that an approved receiving report is required to 
accompany every check request for payment of merchan­
dise. Which of the following procedures provides the 
greatest assurance that this control is operating effectively?
a. Select and examine cancelled checks and ascer­
tain that the related receiving reports are dated 
no earlier than the checks.
b. Select and examine cancelled checks and ascer­
tain that the related receiving reports are dated 
no later than the checks.
c. Select and examine receiving reports and ascer­
tain that the related cancelled checks are dated 
no earlier than the receiving reports.
d . Select and examine receiving reports and ascer­
tain that the related cancelled checks are dated 
no later than the receiving reports.
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15. In a properly designed internal accounting control 
system, the same employee may be permitted to
a. Receive and deposit checks, and also approve 
write-offs of customer accounts.
b. Approve vouchers for payment, and also sign 
checks.
c. Reconcile the bank statements, and also receive 
and deposit cash.
d. Sign checks, and also cancel supporting 
documents.
20. The auditor may observe the distribution of 
paychecks to ascertain whether
a. Payrate authorization is properly separated 
from the operating function.
b. Deductions from gross pay are calculated cor­
rectly and are properly authorized.
c. Employees of record actually exist and are 
employed by the client.
d. Paychecks agree with the payroll register and 
the time cards.
16. Instead of taking a physical inventory count on the 
balance-sheet date the client may take physical counts prior 
to the year-end if internal accounting controls are ade­
quate and
a. Computerized records of perpetual inventory 
are maintained.
b. Inventory is slow-moving.
c. EDP error reports are generated for missing 
prenumbered inventory tickets.
d. Obsolete inventory items are segregated and 
excluded.
17. Which of the following internal accounting control 
procedures could best prevent direct labor from being 
charged to manufacturing overhead?
a . Reconciliation of work in process inventory with 
cost records.
b . Comparison of daily journal entries with factory 
labor summary.
c. Comparison of periodic cost budgets and time 
cards.
d . Reconciliation of unfinished job summary and 
production cost records.
18. The purpose of segregating the duties of hiring per­
sonnel and distributing payroll checks is to separate the
a. Operational responsibility from the record keep­
ing responsibility.
b . Responsibilities of recording a transaction at its 
origin from the ultimate posting in the general 
ledger.
c. Authorization of transactions from the custody 
of related assets.
d. Human resources function from the controller- 
ship function.
19. The auditor’s communication of material weaknesses 
in internal accounting control is
a. Required to enable the auditor to state that the 
examination has been made in accordance with 
generally accepted auditing standards.
b . The principal reason for studying and evaluating 
the system of internal accounting controls.
c. Incident to the auditor’s objective of forming 
an opinion as to the fair presentation of the 
financial statements.
d. Required to be documented in a written report 
to the board of directors or the board’s audit 
committee.
21. A weakness in internal accounting control over 
recording retirements of equipment may cause the 
auditor to
a. Inspect certain items of equipment in the plant 
and trace those items to the accounting records.
b. Review the subsidiary ledger to ascertain 
whether depreciation was taken on each item of 
equipment during the year.
c. Trace additions to the “ other assets’’ account 
to search for equipment that is still on hand but 
no longer being used.
d. Select certain items of equipment from the 
accounting records and locate them in the plant.
22. When there are few property and equipment trans­
actions during the year, the continuing auditor usually 
makes a
a . Complete review of the related internal account­
ing controls and performs compliance tests of 
those controls being relied upon.
b . Complete review of the related internal account­
ing controls and performs analytical review tests 
to verify current year additions to property and 
equipment.
c. Preliminary review of the related internal 
accounting controls and performs a thorough 
examination of the balances at the beginning of 
the year.
d. Preliminary review of the related internal 
accounting controls and performs extensive tests 
of current year property and equipment 
transactions.
23. When there are a large number of relatively small 
account balances, negative confirmation of accounts 
receivable is feasible if internal accounting control is
a. Strong, and the individuals receiving the con­
firmation requests are unlikely to give them 
adequate consideration.
b. Weak, and the individuals receiving the confir­
mation requests are likely to give them adequate 
consideration.
c. Weak, and the individuals receiving the confir­
mation requests are unlikely to give them 
adequate consideration.
d. Strong, and the individuals receiving the con­
firmation requests are likely to give them 
adequate consideration.
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Items 24 through 26 are based on the following sec­
tion of a system flowchart for a payroll application
24. Symbol A could represent
a. Computation of gross pay.
b. Input of payroll data.
c. Preparation of paychecks.
d. Verification of payrates.
25. Symbol B could represent
a.
a. Computation of net pay. b.
b. Separation of erroneous time cards.
c. Validation of payroll data. c.
d. Preparation of the payroll register.
d.
26. Symbol C could represent
a. Batched time cards.
b. Unclaimed payroll checks.
c. Erroneous time cards.
d. An error report.
27. Audit evidence can come in different forms with dif­
ferent degrees of persuasiveness. Which of the following 
is the least persuasive type of evidence?
a. Bank statement obtained from the client.
b. Computations made by the auditor.
c. Prenumbered client sales invoices.
d. Vendor’s invoice.
28. An example of an analytical review procedure is the 
comparison of
a. Financial information with similar information 
regarding the industry in which the entity 
operates.
b . Recorded amounts of major disbursements with 
appropriate invoices.
c . Results of a statistical sample with the expected 
characteristics of the actual population.
d . EDP generated data with similar data generated 
by a manual accounting system.
29. Without the consent of the client, a CPA should not 
disclose confidential client information contained in work­
ing papers to a
a. Voluntary quality control review board.
b. CPA firm that has purchased the CPA’s 
accounting practice.
c. Federal court that has issued a valid subpoena.
d. Disciplinary body created under state statute.
30. When auditing merchandise inventory at year-end, 
the auditor performs a purchase cutoff test to obtain 
evidence that
a. All goods purchased before year-end are re­
ceived before the physical inventory count.
b. No goods held on consignment for customers 
are included in the inventory balance.
c. No goods observed during the physical count 
are pledged or sold.
d . All goods owned at year-end are included in the 
inventory balance.
31. Which of the following is the most effective audit 
procedure for verification of dividends earned on in­
vestments in marketable equity securities?
Tracing deposit of dividend checks to the cash 
receipts book.
Reconciling amounts received with published 
dividend records.
Comparing the amounts received with preceding 
year dividends received.
Recomputing selected extensions and footings 
of dividend schedules and comparing totals to 
the general ledger.
32. Which of the following auditing procedures is 
ordinarily performed last?
a . Obtaining a management representation letter.
b. Testing the purchasing function.
c. Reading the minutes of directors’ meetings.
d. Confirming accounts payable.
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33. After discovering that a related party transaction 
exists, the auditor should be aware that the
a. Substance of the transaction could be signifi­
cantly different from its form.
b. Adequacy of disclosure of the transaction is 
secondary to its legal form.
c. Transaction is assumed to be outside the 
ordinary course of business.
d . Financial statements should recognize the legal 
form of the transaction rather than its substance.
34. Prior to commencing the compilation of financial 
statements of a nonpublic entity, the accountant should
a. Perform analytical review procedures sufficient 
to determine whether fluctuations among ac­
count balances appear reasonable.
b . Complete the preliminary phase of the study and 
evaluation of the entity’s internal accounting 
control.
c. Verify that the financial information supplied 
by the entity agrees with the books of original 
entry.
d . Acquire a knowledge of any specialized account­
ing principles and practices used in the entity’s 
industry.
35. Which of the following would the accountant most 
likely investigate during the review of financial statements 
of a nonpublic entity if accounts receivable did not con­
form to a predictable pattern during the year?
a. Sales returns and allowances.
b. Credit sales.
c. Sales of consigned goods.
d. Cash sales.
36. On receiving the bank cutoff statement, the auditor 
should trace
a. Deposits in transit on the year-end bank recon­
ciliation to deposits in the cash receipts journal.
b . Checks dated prior to year-end to the outstand­
ing checks listed on the year-end bank 
reconciliation.
c. Deposits listed on the cutoff statement to 
deposits in the cash receipts journal.
d. Checks dated subsequent to year-end to the 
outstanding checks listed on the year-end bank 
reconciliation.
37. An auditor ordinarily should send a standard con­
firmation request to all banks with which the client has 
done business during the year under audit, regardless of 
the year-end balance, because this procedure
a. Provides for confirmation regarding compen­
sating balance arrangements.
b. Detects kiting activities that may otherwise not 
be discovered.
c. Seeks information about indebtedness to the 
bank.
d. Verifies securities held by the bank in 
safekeeping.
38. Which of the following is the best audit procedure 
for determining the existence of unrecorded liabilities at 
year-end?
a. Examine a sample of invoices dated a few days 
prior to and subsequent to year-end to ascertain 
whether they have been properly recorded.
b. Examine a sample of cash disbursements in the 
period subsequent to year-end.
c. Examine confirmation requests returned by 
creditors whose accounts appear on a subsidiary 
trial balance of accounts payable.
d . Examine unusual relationships between monthly 
accounts payable balances and recorded 
purchases.
39. Operational auditing is primarily oriented toward
a. Future improvements to accomplish the goals 
of management.
b. The accuracy of data reflected in management’s 
financial records.
c. The verification that a company’s financial 
statements are fairly presented.
d. Past protection provided by existing internal 
accounting control.
40. A limitation on the scope of the auditor’s examina­
tion sufficient to preclude an unqualified opinion will 
always result when management
a. Prevents the auditor from reviewing the work­
ing papers of the predecessor auditor.
b . Engages the auditor after the year-end physical 
inventory count is completed.
c. Fails to correct a material internal accounting 
control weakness that had been identified during 
the prior year’s audit.
d . Refuses to furnish a management representation 
letter to the auditor.
41. If there were no changes during the reporting period 
in the application of accounting principles, which of the 
following types of opinions should omit any reference to 
consistency?
a. “ Except for’’ qualified opinion.
b. Unqualified opinion.
c. “ Subject to’’  qualified opinion.
d. Adverse opinion.
42. If the financial statements, including accompany­
ing notes, fail to disclose information that is required by 
generally accepted accounting principles, the auditor 
should express either a(an)
a. “ Except for’’ qualified opinion or an adverse 
opinion.
b. Adverse opinion or a “ subject to’’ qualified 
opinion.
c. “ Subject to’’ qualified opinion or an un­
qualified opinion with a separate explanatory 
paragraph.
d . Unqualified opinion with a separate explanatory 
paragraph or an “except for’’ qualified opinion.
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43. Working papers that record the procedures used by 
the auditor to gather evidence should be
a. Considered the primary support for the finan­
cial statements being examined.
b. Viewed as the connecting link between the books 
of account and the financial statements.
c. Designed to meet the circumstances of the par­
ticular engagement.
d. Destroyed when the audited entity ceases to be 
a client.
44. Which of the following is not a major reason why 
an accounting audit trail should be maintained for a com­
puter system?
a. Query answering.
b. Deterrent to irregularities.
c. Monitoring purposes.
d. Analytical review.
45. When using a computer to gather evidence, the 
auditor need not have working knowledge of the client’s 
programming language. However, it is necessary that the 
auditor understand the
a. Audit specifications.
b. Programming techniques.
c. Database retrieval system.
d. Manual testing techniques.
46. Which of the following statements concerning the 
auditor’s use of the work of a specialist is correct?
a. If the specialist is related to the client, the auditor 
is not permitted to use the specialist’s findings 
as corroborative evidence.
b. The specialist may be identified in the auditor’s 
report only when the auditor issues a qualified 
opinion.
c. The specialist should have an understanding of 
the auditor’s corroborative use of the specialist’s 
findings.
d. If the auditor believes that the determinations 
made by the specialist are unreasonable, only 
an adverse opinion may be issued.
47. An auditor concludes that an audit procedure con­
sidered necessary at the time of the examination had been 
omitted. The auditor should assess the importance of the 
omitted procedure to the ability to support the previously 
expressed opinion. Which of the following would be least 
helpful in making that assessment?
a. A discussion with the client about whether there 
are persons relying on the auditor’s report.
b. A reevaluation of the overall scope of the 
examination.
c. A discussion of the circumstances with engage­
ment personnel.
d . A review of the other audit procedures that were 
applied that might compensate for the one 
omitted.
48. A client acquired 25% of its outstanding capital stock 
after year-end and prior to completion of the auditor’s 
field work. The auditor should
a. Advise management to adjust the balance sheet 
to reflect the acquisition.
b. Issue pro forma financial statements giving 
effect to the acquisition as if it had occurred at 
year-end.
c. Advise management to disclose the acquisition 
in the notes to the financial statements.
d. Disclose the acquisition in the opinion 
paragraph of the auditor’s report.
49. When an independent accountant’s report based on 
a review of interim financial information is incorporated 
by reference in a registration statement, the Securities and 
Exchange Commission requires that the prospectus clarify 
that the accountant’s report is not
a. A part of the registration statement within the 
meaning of the Securities Act of 1933.
b. Subject to the Statements on Standards for 
Accounting and Review Services.
c. To be relied upon due to the limited nature of 
the procedures applied.
d. Included in the company’s quarterly report on 
Form 10-Q.
50. When an auditor qualifies an opinion because of a 
scope limitation, which paragraph(s) of the auditor’s 
report should indicate that the qualification pertains to 
the possible effects on the financial statements and not 
to the scope limitation itself?
a. The scope paragraph and the separate ex­
planatory paragraph.
b. The separate explanatory paragraph and the 
opinion paragraph.
c. The scope paragraph only.
d. The opinion paragraph only.
51. The management of a client company believes that 
the statement of changes in financial position (statement 
of cash flows) is not a useful document and refuses to in­
clude one in the annual report to stockholders. As a result 
of this circumstance, the auditor’s opinion should be
a. Adverse.
b. Unqualified.
c. Qualified due to inadequate disclosure.
d. Qualified due to a scope limitation.
52. The principal auditor is satisfied with the in­
dependence and professional reputation of the other 
auditor who has audited a subsidiary but wants to indicate 
the division of responsibility. The principal auditor should
a. Modify only the scope paragraph of the report.
b. Modify only the opinion paragraph of the 
report.
c. Modify both the scope and opinion paragraphs 
of the report.
d. Not modify the report except for inclusion of 
a separate explanatory paragraph.
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53. The auditor would most likely issue a disclaimer of 
opinion because of
a. The client’s failure to present supplementary in­
formation required by the FASB.
b. Inadequate disclosure of material information.
c. A client imposed scope limitation.
d. The qualification of an opinion by the other 
auditor of a subsidiary where there is a division 
of responsibility.
54. When reporting on comparative financial statements 
where the financial statements of the prior period have 
been examined by a predecessor auditor whose report is 
not presented, the successor auditor should indicate in the 
scope paragraph
a. The reasons why the predecessor auditor’s 
report is not presented.
b . The identity of the predecessor auditor who ex­
amined the financial statements of the prior 
year.
c. Whether the predecessor auditor’s review of the 
current year’s financial statements revealed any 
matters that might have a material effect on the 
successor auditor’s opinion.
d . The type of opinion expressed by the predecessor 
auditor.
55. When an auditor reports on financial statements 
prepared on an entity’s income tax basis, the auditor’s 
report should
a . Disclose that the statements are not intended to 
conform with generally accepted accounting 
principles.
b . Disclaim an opinion on whether the statements 
were examined in accordance with generally ac­
cepted auditing standards.
c. Not express an opinion on whether the 
statements are presented in conformity with the 
comprehensive basis of accounting used.
d. Include an explanation of how the results of 
operations differ from the cash receipts and 
disbursements basis of accounting.
56. Subsequent to the issuance of the auditor’s report, 
the auditor became aware of facts existing at the report 
date that would have affected the report had the auditor 
then been aware of such facts. After determining that the 
information is reliable, the auditor should next
a. Notify the board of directors that the auditor’s 
report must no longer be associated with the 
financial statements.
b . Determine whether there are persons relying or 
likely to rely on the financial  statements who 
would attach importance to the information.
c. Request that management disclose the effects 
of the newly discovered information by adding 
a footnote to subsequently issued financial 
statements.
d. Issue revised pro forma financial statements 
taking into consideration the newly discovered 
information.
57. Given one or more hypothetical assumptions, a 
responsible party may prepare, to the best of its knowledge 
and belief, an entity’s expected financial position, results 
of operations, and changes in financial position. Such pro­
spective financial statements are known as
a. Pro forma financial statements.
b. Financial projections.
c. Partial presentations.
d. Financial forecasts.
58. Which of the following are prospective financial 
statements upon which an accountant may appropriately 
report for general use?
a. Pro forma financial statements.
b. Financial projections.
c. Partial presentations.
d. Financial forecasts.
59. Which of the following best describes the auditor’s 
reporting responsibility concerning information accom­
panying the basic financial statements in an auditor- 
submitted document?
a. The auditor should report on all the informa­
tion included in the document.
b. The auditor should report on the basic finan­
cial statements but may not issue a report cover­
ing the accompanying information.
c. The auditor should report on the information 
accompanying the basic financial statements 
only if the auditor participated in the prepara­
tion of the accompanying information.
d. The auditor should report on the information 
accompanying the basic financial statements 
only if the document is being distributed to 
public shareholders.
60. If an auditor believes there is minimal likelihood that 
resolution of an uncertainty will have a material effect on 
the financial statements, the auditor should issue a(an)
a. Unqualified opinion.
b. Disclaimer of opinion.
c. “ Except for"  qualified opinion.
d. “ Subject to ’’ qualified opinion.
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Number 2 (Estimated tim e----- 15 to 25 minutes)
The following report was drafted by a staff assistant 
at the completion of the calendar year 1986 review engage­
ment of RLG Company, a continuing client. The 1985 
financial statements were compiled. On March 6, 1987, 
the date of the completion of the review, the report was 
submitted to the partner with client responsibility. The 
financial statements for 1985 and 1986 are presented in 
comparative form.
To the Board of Directors of RLG Company
We have reviewed the accompanying financial 
statements of RLG Company for the year ended December 
31, 1986, in accordance with standards established by 
Statements on Standards for Auditing and Review 
Services.
A review consists principally of analytical procedures 
applied to financial data. It is substantially more in scope 
than a compilation, but less in scope than an examination 
in accordance with generally accepted auditing standards, 
the objective of which is the expression of an opinion 
regarding the financial statements taken as a whole.
Based on our compilation and review, we are not 
aware of any material modifications that should be made 
to the 1985 and 1986 financial statements in order for them 
to be consistent with the prior year’s financial statements.
The accompanying 1985 financial statements of RLG 
Company were compiled by us and, accordingly, we do 
not express an opinion on them.
March 6, 1987
Required:
Identify the deficiencies in the draft of the proposed 
report. Group the deficiencies by paragraph. Do not 
redraft the report.
Number 3 (Estimated tim e----- 15 to 25 minutes)
Edwards has decided to use Probability Proportional 
to Size (PPS) sampling, sometimes called dollar-unit 
sampling, in the audit of a client’s accounts receivable 
balance. Few, if any, errors of account balance overstate­
ment are expected.
Edwards plans to use the following PPS sampling 
table:
TABLE
Reliability Factors for Errors of Overstatement
Number _____ Risk o f Incorrect Acceptance_____
o f Over­
statement
Errors 1% 5% 10% 15% 20%
0 4.61 3.00 2.31 1.90 1.61
1 6.64 4.75 3.89 3.38 3.00
2 8.41 6.30 5.33 4.72 4.28
3 10.05 7.76 6.69 6.02 5.52
4 11.61 9.16 8.00 7.27 6.73
Required:
a. Identify the advantages of using PPS sampling 
over classical variables sampling.
Note: Requirements b and c are not related.
b. Calculate the sampling interval and the sample 
size Edwards should use given the following information:
Tolerable error......................................................$15,000
Risk of incorrect acceptance...................................... 5%
Number of errors allowed.............................................. 0
Recorded amount of accounts receivable. . . .  $300,000
Note: Requirements b and c are not related.
c. Calculate the total projected error if the follow­
ing three errors were discovered in a PPS sample:
Recorded Audit Sampling
Am ount Am ount Interval
1st error $ 400 $ 320 $1,000
2nd error 500 0 1,000
3rd error 3,000 2,500 1,000
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Number 4 (Estimated time 15 to 25 minutes) Number 5 (Estimated tim e----- 15 to 25 minutes)
Examination Questions — May 1987
Martin, CPA, has been engaged to express an opin­
ion on Beta Manufacturing Company’s system of inter­
nal accounting control in effect as of June 1, 1987.
Required:
a. Compare Martin’s examination of the system of 
internal accounting control for the purpose of expressing 
an opinion on it with the study and evaluation of internal 
accounting control made as part of an examination of the 
financial statements in accordance with generally accepted 
auditing standards. The comparison should be made as 
to the 1) scope, 2) purpose, and 3) timing of the 
engagements, and 4) users of the reports.
b. Identify the major contents of Martin’s report 
expressing an opinion on Beta’s system of internal account­
ing control. Do not draft the report.
Parker is the in-charge auditor with administrative 
responsibilities for the upcoming annual audit of FGH 
Company, a continuing audit client. Parker will super­
vise two assistants on the engagement and will visit the 
client before the field work begins.
Parker has started the planning process by preparing 
a list of procedures to be performed prior to the beginn­
ing of field work. The list includes:
1. Review correspondence and permanent files.
2. Review prior years’ audit working papers, financial 
statements, and auditor’s reports.
3. Discuss with CPA firm personnel responsible for 
audit and non-audit services to the client, matters 
that may affect the examination.
4. Discuss with management current business 
developments affecting the client.
Required:
Complete Parker’s list of procedures to be perform­
ed prior to the beginning of field work.
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EXAMINATION IN BUSINESS LAW
(Commercial Law)
May 8, 1987; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows: 
All questions are required:
Point Estimated Minutes
Value Minimum Maximum
No. 1 ................................................ .........................................  60 n o 130
No. 2 ...................................................... .........................................  10 15 20
No. 3 ...................................................... .......................................... 10 15 20
No. 4 ...................................................... .........................................  10 15 20
No. 5 ...................................................... .........................................  10 15 20
T o ta l.............................................. .........................................  100 170 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt ail questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com-
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants 
and adopted by the examining boards o f all states, the District o f Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f the United States.
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Examination Questions — May 19S7
Number 1 (Estimated tim e----- 110 to 130 minutes)
 
Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the ap­
propriate circle on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on the total 
number of your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The text of the letter from Bridge Builders, Inc., to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 steel 
pipe at today’s quoted price for delivery two 
months from today. Your acceptance must be 
received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
99.  
Items to be Answered
1. The corporate veil is most likely to be pierced and 
the shareholders held personally liable if
a. An ultra vires act has been committed.
b . The corporation has elected S corporation status 
under the Internal Revenue Code.
c. A partnership incorporates its business solely to 
limit the liability of its partners.
d. The shareholders have commingled their per­
sonal funds with those of the corporation.
2. West owns 5,000 shares of $7 cumulative preferred 
stock of Sky Corp. During the first year of operations, 
cash dividends of $7 per share were declared on Sky’s 
preferred stock but were never paid. In the second year 
of operations, dividends on Sky’s preferred stock were 
neither declared nor paid. If Sky is dissolved, which of 
the following statements is correct?
a. West will have priority over the claims of Sky’s 
debenture bond owners.
b. West will have priority over the claims of Sky’s 
unsecured judgment creditors.
c. Sky will be liable to West as an unsecured 
creditor for $35,000.
d. Sky will be liable to West as an unsecured 
creditor for $70,000.
3. In general, which of the following must be con­
tained in articles of incorporation?
a. The names of states in which the corporation 
will be doing business.
b . The name of the state in which the corporation 
will maintain its principal place of business.
c. The names of the initial officers and their terms 
of office.
d. The classes of stock authorized for issuance.
4. A general agent’s apparent authority to bind her prin­
cipal to contracts with third parties will cease without 
notice to those third parties when the
a. Agent has fulfilled the purpose for which the 
agency relationship was created.
b. Time set forth in the agreement creating the 
agency relationship has expired.
c. Principal and agent have mutually agreed to end 
their relationship.
d. Principal has received a discharge in bankruptcy 
under the liquidation provisions of the Bank­
ruptcy Code.
5. If an agent has, within the scope of the agency rela­
tionship, committed both negligent and intentional acts 
resulting in injury to third parties, the principal
a. May be liable even if the agent’s acts  were 
unauthorized.
b. May effectively limit its liability to those third 
parties if the agent has signed a disclaimer ab­
solving the principal from liability.
c. Will be liable under the doctrine of respondeat 
superior only for the intentional acts.
d. Will never be criminally liable unless it actively 
participated in the acts.
6. Starr is an agent of a disclosed principal, Maple. On 
May 1, Starr entered into an agreement with King Corp. 
on behalf of Maple that exceeded Starr’s authority as 
Maple’s agent. On May 5, King learned of Starr’s lack 
of authority and immediately notified Maple and Starr 
that it was withdrawing from the May 1 agreement. On 
May 7, Maple ratified the May 1 agreement in its entirety. 
If King refuses to honor the agreement and Maple brings 
an action for breach of contract, Maple will
a. Prevail since the agreement of May 1 was ratified 
in its entirety.
b . Prevail since Maple’s capacity as a principal was 
known to Starr.
c. Lose since the May 1 agreement is void due to 
Starr’s lack of authority.
d . Lose since King notified Starr and Maple of its 
withdrawal prior to Maple’s ratification.
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Items 7 through 9 are based on the following 
information:
White, Grey, and Fox formed a limited partnership. 
White is the general partner and Grey and Fox are the 
limited partners. Each agreed to contribute $200,000. Grey 
and Fox each contributed $200,000 in cash while White 
contributed $150,000 in cash and $50,000 worth of ser­
vices already rendered. After two years, the partnership 
is insolvent. The fair market value of the assets of the part­
nership is $150,000 and the liabilities total $275,000. The 
partners have made no withdrawals.
7. If Fox is insolvent and White and Grey each has a 
net worth in excess of $300,000, what is White’s maximum 
potential liability in the event of a dissolution of the 
partnership?
a. $ 62,500
b. $112,500
c. $125,000
d. $175,000
8. Unless otherwise provided in the certificate of limited 
partnership, which of the following is correct if Fox assigns 
her interest in the partnership to Barr and only White con­
sents to Barr’s admission as a limited partner?
a. Barr will not become a substituted limited part­
ner unless Grey also consents.
b. Barr will have the right to inspect the partner­
ship’s books.
c. The partnership will be dissolved.
d. Barr will become a substituted limited partner 
because White, as general partner, consented.
10. With respect to the following matters, which is cor­
rect if a general partnership agreement is silent?
a. A partnership will continue indefinitely unless 
a majority of the partners votes to dissolve the 
partnership.
b . Partnership losses are allocated in the same pro­
portion as partnership profits.
c. A partner may assign his interest in the partner­
ship but only with the consent of the other 
partners.
d. A partner may sell the goodwill of the partner­
ship without the consent of the other partners 
when the sale is in the best interest of the 
partnership.
11. On April 2 ,  1987, Bonn & Co., CPAs, mailed Marble 
Corp. a signed proposal to perform certain accounting 
services for Marble provided Marble accepts the proposal 
by April 30, 1987. Under the circumstances,
a. If Marble accepts by telephone on April 30, 
1987, no contract will be formed between the 
parties.
b. Marble must accept the Bonn proposal in writing 
in order to form a contract.
c. A contract will be formed between the parties 
if Marble mails an acceptance to Bonn on April 
2 9 , 1987, even if it is not received by Bonn until 
May 3, 1987.
d. Bonn may not withdraw its proposal prior to 
May 1, 1987.
12. Beal offered in writing to sell Crane a parcel of land 
for $150,000. If Beal dies, the offer will
a. Automatically terminate prior to Crane’s 
acceptance.
b. Automatically terminate despite Crane’s prior 
acceptance.
c. Terminate prior to Crane’s acceptance only if 
Crane received notice of Beal’s death.
d. Remain open for a reasonable period of time 
after Beal’s death.
9. Unless otherwise provided in the certificate of limited 
partnership, which of the following is correct if Grey dies?
a. Grey’s executor will automatically become a 
substituted limited partner.
Grey’s executor will have all the rights of a 
limited partner for the purpose of settling the 
estate.
The partnership will automatically be dissolved. 
Grey’s estate will be free from any liabilities 
which may have been incurred by Grey as a 
limited partner.
b.
c.
d.
13. On April 2 ,  1986, Streb entered into an oral employ­
ment contract with Xeon, Inc. for a term of three years 
at a salary of $2,000 per week. On June 10, 1986, Streb 
was terminated by Xeon. On July 10, 1986, Streb com­
menced an action for breach of the employment contract. 
Xeon has asserted the statute of frauds as a defense. On 
July 30, 1986, Streb died. Under the circumstances, the 
employment contract is
a. Unenforceable since the value of the considera­
tion given exceeds $500.
b. Unenforceable since it was not in writing 
and signed by Xeon.
c. Enforceable since it was possible that the con­
tract could have been performed within one year 
from the making of the contract.
d . Enforceable since Streb’s death occurred within 
one year from the making of the contract.
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14. Which of the following will be legally binding on all 
the parties despite the lack of consideration?
a. A promise to donate money to a charity which 
was relied upon by the charity in incurring large 
expenditures.
b. An oral employment agreement for a term of 
nine months from the date the agreement was 
formed.
c. An irrevocable oral promise by a merchant to 
keep its offer open for 60 days.
d. A material modification signed by the parties 
to a contract to purchase and sell a parcel of 
land.
Items 15 and 16 are based on the following 
information:
18. Wert, an employee of Salam Corp., signed an agree­
ment not to compete with Salam during and after being 
employed with Salam. Wert  is the director of research and 
has knowledge of many of Salam’s trade secrets. If Wert’s 
employment with Salam is terminated and Wert wishes 
to compete with Salam, which of the following statements 
is not correct?
a. The agreement is only enforceable if Wert volun­
tarily terminates his employment with Salam.
b. The agreement must be necessary to protect 
Salam’s legitimate interests in order to be 
enforceable.
c. The geographic area covered by the agreement 
must be reasonable in order to be enforceable.
d. The court will consider Wert’s ability to obtain 
other employment against Salam’s right to pro­
tect its business.
On March 1, Mirk Corp. wrote to Carr offering to 
sell Carr its office building for $280,000. The offer stated 
that it would remain open until July 1. It further stated 
that acceptance must be by telegram and would be effec­
tive only upon receipt.
15. For this question only, assume that Carr telegrammed 
its acceptance on June 28 and that it was received by Mirk 
on July 2. Which of the following statements is correct?
a. A contract was formed when Carr telegrammed 
its acceptance.
b. A contract was formed when Mirk received 
Carr’s acceptance.
c. No contract was formed because three months 
had elapsed since the offer was made.
d. No contract was formed since the acceptance 
was received after July 1.
16. For this question only, assume that on May 10, Mirk 
mailed a letter to Carr revoking its offer of March 1. Carr 
did not learn of Mirk’s revocation until Carr received the 
letter on May 17. Carr had already sent a telegram of 
acceptance to Mirk on May 14, which was received by Mirk 
on May 16. Which of the following statements is correct?
a. Carr’s telegram of acceptance was effective on 
May 16.
b. Mirk’s offer of March 1 was irrevocable and 
therefore could not be withdrawn prior to July 1.
c. Mirk’s letter of revocation effectively ter­
minated its offer of March 1 when mailed.
d . Carr’s telegram of acceptance was effective on 
May 14.
17. In order to satisfy the consideration requirement 
to form a contract, the consideration exchanged by the 
parties must
a. Have a monetary value.
b. Conform to the parties subjective intent.
c. Be legally sufficient.
d. Have approximately the same value.
19. Baker fraudulently induced Able to sell Baker a 
painting for $200. Subsequently, Baker sold the painting 
for $10,000 to Gold, a good faith purchaser. Able is en­
titled to
a. Rescind the contract with Baker.
b. Recover the painting from Gold.
c. Recover damages from Baker.
d. Rescind Baker’s contract with Gold.
20. In order for a purchaser of land to avoid a contract 
with the seller based on duress, it must be shown that the 
seller’s improper threats
a. Constituted a crime or tort.
b . Actually induced the purchaser to assent to the 
contract.
c. Would have induced a reasonably prudent per­
son to assent to the contract.
d. Were made with the intent that the purchaser 
be influenced by them.
21. On May 2, Kurtz Co. assigned its entire interest in 
a $70,000 account receivable due in 60 days from Long 
to City Bank for $65,000. On May 4, City notified Long 
of the assignment. On May 7, Long informed City that 
Kurtz had committed fraud in the transaction out of which 
the account receivable arose and that payment would not 
be made to  City. If City commences an action against Long 
and Long is able to prove Kurtz acted fraudulently,
a. Long will be able to successfully assert fraud as 
a defense.
b. City will be entitled to collect $65,000, the 
amount paid for the assignment.
c. City will be entitled to collect $70,000 since frau d  
in the inducement is a personal defense which 
was lost on May 2.
d. City will be entitled to collect $70,000 since 
Long’s allegation of fraud arose after notice of 
the assignment.
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22. Sting Corp., a general contractor, obtained bids from 
several plumbers to install piping. Lite, a licensed plumber, 
submitted a bid for $60,000 which was $20,000 less than 
the next lowest bid. Lite made an obvious and substantial 
arithmetic error in his bid. Sting did not have actual 
knowledge of Lite’s mistake. If Sting accepts Lite’s bid, 
Lite
a. Must perform the contract for $60,000 since 
Sting did not have actual knowledge of the error.
b. Must perform the contract for $60,000 unless 
he can show that Sting caused the error.
c. Can avoid liability for refusing to install the pip­
ing for $60,000 since Sting should have known 
of Lite’s error.
d. Can avoid liability for refusing to install the pip­
ing for $60,000 only if the error was not due to 
his negligence.
23. Krieg was the owner of an office building en­
cumbered by a mortgage securing Krieg’s promissory note 
to Muni Bank. Park purchased the building subject to 
Muni’s mortgage. As a result of the sale to Park,
a. Muni is not a third party creditor beneficiary.
b. Krieg is a third party creditor beneficiary.
c. Park is liable for any deficiency resulting from 
a default on the note.
d. Krieg was automatically released from any 
liability on the note.
24. A clause in a contract for the purchase of real estate 
which provides that the seller shall be entitled to retain 
the purchaser’s downpayment as liquidated damages 
should the purchaser fail to close the transaction will 
generally be enforceable
a. In addition to the seller’s right to recover com­
pensatory damages.
b. As a penalty if the purchaser has intentionally 
defaulted.
  c. If the amount of the downpayment bears a 
reasonable relationship to the probable loss.
d. In all cases provided the parties have agreed in 
a signed writing.
25. Lark, CPA, entered into a signed contract with Bale 
Corp. to perform management advisory services for Bale. 
If  la rk repudiates the contract prior to the date perfor­
mance is due to which of the following is not 
correct?
a. Bale could successfully maintain an action for 
breach of contract prior to the date performance 
is due to begin.
b. Bale can obtain a judgment for the monetary 
damages it incurred as a result of the 
repudiation.
c. Bale could successfully maintain an action for 
breach of contract after the date performance 
was due to begin.
d. Bale can obtain a judgment ordering Lark to 
perform.
Items 26 and 27 are based on the following 
information:
State Bank loaned Barr $80,000 and received 
securities valued at $20,000 from Barr as collateral. At 
the request of State, Barr entered into an agreement with 
Rice and Noll to act as co-sureties on the loan. The agree­
ment provided that Rice and Noll’s maximum liability 
would be $80,000 each.
26. Which of the following defenses asserted by Rice will 
completely release Rice from liability to State?
a. State and Barr entered into a binding agreement 
to extend the time for payment that increased 
the sureties’ risk and was agreed to without the 
sureties’ consent.
b . Fraud by Barr which induced Rice to enter into
  the surety contract and which was unknown to
State.
c. Release of Barr’s obligation by State without 
Rice’s or Noll’s consent but with State’s reser­
vation of its rights against Rice.
d . Return of the collateral to Barr by State without 
Rice’s or Noll’s consent.
27. If State releases Noll without Rice’s consent and Barr 
subsequently defaults at a time when the collateral held 
by State is worthless and the loan balance is $80,000, Rice’s 
maximum potential liability will be
a. $0
b. $40,000
c. $60,000
d. $80,000
28. Adler, Field, and Hall are co-sureties with maximum 
liabilities of $20,000, $30,000, and $40,000, respectively. 
The amount of the loan with regard to which they have 
agreed to act as co-sureties is $90,000. The debtor defaulted 
at a time when the loan balance was $90,000. Adler paid 
the lender $18,000 in full settlement of all claims against 
Adler, Field, and Hall. The maximum amount that Adler 
may recover from Field and H all in total is
a. $0
b. $12,000
c. $14,000
d. $70,000
29. A distinction between a surety and a co-surety is that 
only a co-surety is entitled to
a. Contribution.
b. Exoneration.
c. Subrogation.
d. Reimbursement (Indemnification).
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Items 30 and 31 are based on the following 
information:
On March 10 , 1987, Rowe, a sole proprietor selling 
furniture, was involuntarily petitioned into bankruptcy 
under the liquidation provisions of the Bankruptcy Code. 
Rowe’s non-exempt property has been converted to cash 
which is available to satisfy the following expenses and 
unsecured claims as may be appropriate:
Expenses
Costs necessary to preserve the property of 
the debtor’s estate
Salary to Rowe for services rendered in 
operating the furniture business after the 
commencement of the bankruptcy action
Unsecured Claims
$20,000
$10,000
Claims by two of Rowe’s employees for 
wages earned within 90 days of the filing 
of the bankruptcy petition in the amount 
of $4,000 and $3,000, respectively 
Claim by Acme Corp. for furniture de­
livered to Rowe on March 12, 1987, 
which was prior to the appointment of 
a trustee and the order for relief
$ 7,000
$30,000
30. What amount will be distributed as salary to Rowe 
if the cash available for distribution is $15,000?
a. $0
b. $ 5,000
c. $ 7,500
d. $10,000
31. What amount will be distributed to Acme if the cash 
available for distribution is $50,000?
a. $13,000
b. $16,000
c. $20,000
d. $30,000
33. Dark Corp. is a general creditor of Blue. Blue filed 
a petition in bankruptcy under the liquidation provisions 
of the Bankruptcy Code. Dark wishes to have the bank­
ruptcy court either deny Blue a general discharge or not 
have its debt discharged. The discharge will be granted 
and it will include Dark’s debt even if
a. Dark’s debt is unscheduled.
b . Dark was a secured creditor which was not fully 
satisfied from the proceeds obtained upon 
disposition of the collateral.
c. Blue has unjustifiably failed to preserve the 
records from which Blue’s financial condition 
might be ascertained.
d. Blue had filed for and received a previous 
discharge in bankruptcy under the liquidation 
provisions within six years of the filing of the 
present petition.
34. One of the elements necessary to establish that a pref­
erential transfer has been made under the Bankruptcy 
Code by the debtor to a creditor is that the
a. Debtor was insolvent at the time of the transfer.
b. Creditor was an insider and the transfer occurred 
within 90 days of the filing of the bankruptcy 
petition.
c. Transfer was in fact a contemporaneous ex­
change for new value given to the debtor.
d . Transfer was made by the debtor with actual in­
tent to hinder, delay, or defraud other creditors.
35. Which of the following statements is correct under 
the Reorganization Chapter of the Bankruptcy Code if 
the debtor remains in possession of its business?
I. The debtor has the right to be compensated in 
the same manner as a trustee.
II. The debtor has the right to retain its own 
accountant to represent it despite the debtor’s employment 
of that accountant prior to the commencement of the 
Reorganization proceeding.
a. I only.
b. II only.
c. I and II.
d. Neither I nor II.
32. Which of the following is correct with respect to an 
involuntary bankruptcy proceeding under the liquidation 
provisions of the Bankruptcy Code?
a. It may be commenced against any debtor who 
is insolvent.
b. The debtor may regain possession of property 
in the possession of an interim trustee if the debt­
or files a bond.
c. The petitioners must automatically file a bond 
to indemnify the debtor for any loss caused by 
the filing of the petition.
d. A trustee must be elected by the creditors im­
mediately after the court orders relief against 
the debtor.
36. Nix, an employee of Fern, Inc., was injured in the 
course of employment while operating a drill press manu­
factured and sold to Fern by Jet Corp. It has been deter­
mined that Fern was negligent in supervising the operation 
of the drill press and that the drill press was defectively 
designed by Jet. If Fern has complied with the state’s man­
datory workers’ compensation statute, Nix may
a. Not properly commence a products liability ac­
tion against Jet.
b. Not obtain workers’ compensation benefits.
c. Obtain workers’ compensation benefits and 
properly maintain a products liability action 
against Jet.
d. Obtain workers’ compensation benefits and 
properly maintain separate causes of action 
against Jet and Fern for negligence.
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37. The social security tax base is calculated on
a. A self-employed person’s net profit from 
self-employment.
b. A self-employed person’s gross income from 
self-employment.
c. An employee’s gross wages less the deduction 
permitted for contributions to an individual 
retirement account.
d. An employee’s taxable income.
41. The registration requirements of the Securities Act 
of 1933 apply to
a. The issuance of a stock dividend without com­
missions or other consideration paid.
b. The issuance of stock warrants.
c. Securities issued by a federally chartered savings 
and loan association.
d . Securities issued by a common carrier regulated 
by the Interstate Commerce Commission.
38. The Federal Unemployment Tax Act
a. Permits an employee to receive unemployment 
benefits which are limited to the contributions 
made to that employee’s account.
b . Permits an employer to take a credit against the 
federal unemployment tax if contributions are 
made to a state unemployment fund.
c. Imposes a tax on all employers doing business 
in the U.S.
d. Requires contributions to be made by the 
employer and employee equally.
42. Which of the following persons is not an insider of 
a corporation subject to the Securities Exchange Act of 
1934 registration and reporting requirements?
a. The president.
b. A member of the board of directors.
c. A shareholder who owns 8% of the outstanding 
common stock and whose wife owns 4% of the 
outstanding common stock.
An owner of 15% of the total face value of the 
corporation’s outstanding debentures.
d.
39. Which of the following statements is correct with 
respect to the registration requirements of the Securities 
Exchange Act of 1934?
a. They require issuers of non-exempt securities 
traded on a national securities exchange to 
register with the SEC.
b. They permit issuers who comply with the 
Securities Act of 1933 to avoid the registration 
requirements of the Securities Exchange Act of 
1934.
c. They permit issuers who comply with those 
requirements to avoid state registration 
requirements.
d. They permit issuers who comply with those 
requirements to avoid the registration re­
quirements of the Securities Act of 1933.
40. On May 1, Apel purchased 7% of Stork Corp.’s 
preferred stock which was traded on a national securities 
exchange. After the purchase Apel owned 9% of the out­
standing preferred stock. Stork is registered under the 
Securities Exchange Act of 1934. With respect to the 
purchase, Apel
a. Is not required to file any report or information 
with the SEC since Apel owns less than 10% of 
the preferred stock.
b. Is not required to file any report or information 
with the SEC since the security purchased was 
preferred stock.
c. Must file with the SEC, the issuer, and the 
national securities exchange information 
concerning the purpose of the acquisition.
d. Must file only with the SEC information con­
cerning the source of the funds used to purchase 
the preferred stock.
43. Securities available under a private placement made 
pursuant to Regulation D of the Securities Act of 1933
a. Must be sold to less than 25 non-accredited 
investors.
b. Can not be the subject of an immediate reoffer­
ing to the public.
c. Can not be subject to  the payment of 
commissions.
d. Must be sold to accredited institutional 
investors.
44. Pate Corp. is offering $3 million of its securities 
solely to accredited investors pursuant to Regulation D 
of the Securities Act of 1933. Under Regulation D, Pate is
a. Not required to provide any specified informa­
tion to the accredited investors.
b. Required to provide the accredited investors 
with audited financial statements for the two 
most recent fiscal years.
c. Permitted to make a general solicitation.
d. Not subject to the antifraud provisions of the 
federal securities laws.
45. Regulation D of the Securities Act of 1933 is available 
to issuers without regard to the dollar amount of an 
offering only when the 
a. Purchasers are all accredited investors.
b. Number of purchasers who are non-accredited 
is 35 or less.
c. Issuer is not a reporting company under the 
Securities Exchange Act of 1934.
d. Issuer is not an investment company.
45
Examination Questions — May 1987
46. Which of the following on the face of an otherwise 
negotiable instrument will affect the instrument’s 
negotiability?
a. The instrument is postdated.
b. The instrument is payable six months after the 
death of the maker.
c. The instrument contains a promise to provide 
additional collateral if there is a decrease in value 
of the existing collateral.
d . The instrument is payable at a definite time sub­
ject to an acceleration clause in the event of a 
default.
47. Assuming all other requirements have been met, 
which of the following terms generally must be included 
in a writing in order to satisfy the UCC statute of frauds 
regarding the sale of securities?
51. Wink ordered 80 #5 ovens at list price from Dunn 
Wholesaler. Immediately upon receipt of Wink’s order, 
Dunn sent Wink an acceptance which was received by 
Wink. The acceptance indicated that shipment would be 
made within seven days. On the seventh day Dunn 
discovered that all of its supply of #5 ovens had been sold. 
Instead it shipped 80 #7 ovens, stating clearly on the in­
voice that the shipment was sent only as an accommoda­
tion. Which of the following is correct?
a. Wink’s order is a unilateral offer, and can only 
be accepted by Dunn’s shipment of the goods 
ordered.
b. Dunn’s shipment of 81 ovens is a counteroffer, 
thus no contract exists between Wink and Dunn.
c. Dunn’s shipment of 81 ovens constitutes a 
breach of contract.
d . Dunn’s note of accommodation cancels the con­
tract between Dunn and Wink.
Price Quantity Time o f payment
a. Yes Yes Yes
b. No Yes No
c. Yes No Yes
d. Yes Yes No
48. Under the UCC Sales Article, the warranty of title 
may be excluded
a. By the seller’s statement that she is selling only 
such right or title that she has.
b. By the seller’s statement that the goods are 
being sold with all faults.
c. Only in a writing signed by the seller.
d. Only by a non-merchant seller.
49. Which of the following factors will be most impor­
tant in determining if an express warranty has been 
created?
a. Whether the statements made by the seller were 
in writing.
b . Whether the seller intended to create a warranty.
c. Whether the promises made by the seller became 
part of the basis of the bargain.
d . Whether the sale was made by a merchant in the 
regular course of business.
50. Under the UCC, an action for breach of the implied 
warranty of merchantability by a party who sustained per­
sonal injuries may be successful against the seller of the 
product only when
a. The injured party is in privity of contract with 
the seller.
b. The seller is a merchant with respect to the 
product involved.
c. An action based on strict liability in tort can also 
be successfully maintained.
d. An action based on negligence can also be 
successfully maintained.
Items 52 and 53 are based on the following 
information:
On April 5 ,  1987, Anker, Inc., furnished Bold Corp. 
with Anker’s financial statements dated March 3 1 , 1987. 
The financial statements contained misrepresentations 
which indicated that Anker was solvent when in fact it 
was insolvent. Based on Anker’s financial statements, Bold 
agreed to sell Anker 90 computers, “ F.O.B. — Bold’s 
loading dock.” On April 14, Anker received 60 of the com­
puters. The remaining 30 computers are in the possession 
of the common carrier and in transit to Anker.
52. If on April 28, Bold discovered that Anker was in­
solvent, then with respect to the computers delivered to 
Anker on April 14, Bold may
a. Reclaim the computers upon making a demand.
b . Reclaim the computers irrespective of the rights 
of any subsequent third party.
c. Not reclaim the computers since ten days have 
elapsed from its delivery.
d . Not reclaim the computers since it is entitled to 
recover the price of the computers.
53. With respect to the remaining 30 computers in tran­
sit, which of the following statements is correct if Anker 
refuses to pay Bold in cash and Anker is not in possession 
of a negotiable document of title covering the computers?
a. Bold may stop delivery of the computers to 
Anker since their contract is void due to Anker’s 
furnishing of the false financial statements.
b. Bold may stop delivery of the computers to 
Anker despite the fact that title had passed to 
Anker.
c. Bold must deliver the computers to Anker on 
credit since Anker has not breached the contract.
d . Bold must deliver the computers to Anker since 
the risk of loss had passed to Anker.
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54. If a contract for the sale of goods includes a C. & F. 
shipping term and the seller has fulfilled all of its obliga­
tions, the
a. Title to the goods will pass to the buyer when 
the goods are received by the buyer at the place 
of destination.
b . Risk of loss will pass to the buyer upon delivery 
of the goods to the carrier.
c. Buyer retains the right to inspect the goods prior 
to making payment.
d . Seller must obtain an insurance policy at its own 
expense for the buyer’s benefit.
55. Which of the following is most important in deter­
mining who bears the risk of loss in a sale of goods 
contract?
a. The shipping terms.
b. The agreement of the parties.
c. Who has title to the goods.
d. Who has possession of the goods.
56. On March 1, Dun purchased $50,000 of equipment 
from Lux Corp. for use in Dun’s manufacturing process. 
Dun paid for the equipment with funds borrowed from 
Best Bank that same day. Dun executed a security agree­
ment and financing statement covering Dun’s existing and 
after-acquired equipment. On March 7, Dun was involun­
tarily petitioned into bankruptcy under the liquidation 
provisions of the Bankruptcy Code and a trustee in 
bankruptcy was appointed. On March 9, Best properly 
filed the financing statement. Which of the parties will 
have a superior security interest in the equipment?
a. Best, because it perfected its security interest 
within the permissible time limits.
b. Best, because it had a perfected purchase money 
security interest without having to file a financ­
ing statement.
c. The trustee in bankruptcy because the trustee 
became a lien creditor prior to the time Best 
perfected its security interest.
d. The trustee in bankruptcy because the filing of 
the financing statement after the commence­
ment of the bankruptcy case would be deemed 
a preferential transfer.
58. Which of the following requirements is not necessary 
in order to have a security interest attach?
a. There must be a proper filing.
b. Value must be given by the creditor.
c. Either the creditor must take possession or the 
debtor must sign a security agreement that 
describes the collateral.
d. The debtor must have rights in the collateral.
59. If a manufacturer assigns 90% of its accounts 
receivable to a factor, perfection will occur by
Filing a financing
statement Possession Attachment
a. Yes Yes No
b. Yes No No
c. No No Yes
d. No Yes No
60. On May 4, Tint, a computer wholesaler, purchased 
30 computers. This comprised Tint’s entire inventory and 
was financed under an agreement with Dome Bank which 
gave the bank a security interest in all computers on the 
premises, all future acquired computers, and the proceeds 
of sales. On May 8, Dome filed a financing statement that 
adequately identified the collateral. On June 9, Tint sold 
one computer to Bean for personal use and four computers 
to Green Co. for its business. Which of the following is 
correct?
a. The computer sold to Bean will not be subject 
to Dome’s security interest.
b. The computers sold to Green will be subject to 
Dome’s security interest.
c. The security interest does not include the pro­
ceeds from the sale of the computers to Green.
d. The security interest may not cover after- 
acquired property even if the parties agree.
57. Under the UCC, collateral sold at a public sale by 
a secured party to a good faith purchaser for value after 
the debtor’s default
a. Transfers to the purchaser marketable and in­
surable title to the collateral.
b . May be redeemed by the debtor  within 30 days 
after the sale.
Remains subject to security interests which are 
senior to that being discharged at the sale. 
May be redeemed by judicial lien creditors 
whose claims are subordinate to that being 
discharged at the sale.
c.
d.
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Number 2 (Estimated tim e----- 15 to 20 minutes) Number 3 (Estimated tim e----- 15 to 20 minutes)
Examination Questions — May 1987
Prince, Hall, & Charming, CPAs, has been retained 
to examine the financial statements of Hex Manufactur­
ing Corporation. Shortly before beginning the examina­
tion for the year ended December 31, 1986, Mr. Prince 
received a telephone call from Hex’s president indicating 
that he thought some type of embezzlement was occur­
ring because the corporation’s cash position was signifi­
cantly lower than in prior years. The president then 
requested that Prince immediately undertake a special 
investigation to determine the amount of embezzlement, 
if any.
After a month of investigation, Prince uncovered an 
embezzlement scheme involving collusion between the 
head of payroll and the assistant treasurer. The following 
is a summary of Prince’s findings:
• The head of payroll supplied the assistant treasurer 
with punched time cards for fictitious employees. The 
assistant treasurer prepared invoices, receiving 
reports, and purchase orders for fictitious suppliers. 
The assistant treasurer prepared checks for the fic­
titious employees and suppliers which were signed by 
the treasurer. Then, either the assistant treasurer or 
the head of payroll would endorse the checks and 
deposit them in various banks where they maintained 
accounts in the names of the fictitious payees. All of 
the checks in question have cleared Omega Bank, the 
drawee.
• The embezzlement scheme had been operating for 10 
months and more than $120,000 had been embezzled 
by the time the scheme was uncovered. The final series 
of defalcations included checks payable directly to the 
head of payroll and the assistant treasurer. These 
checks included skillful forgeries of the treasurer’s 
signature that were almost impossible to detect. This 
occurred while the treasurer was on vacation. These 
checks have also cleared Omega Bank, the drawee.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Will Hex or Omega bear the loss with respect to the 
following categories of checks:
a. those which were signed by the treasurer but 
payable to fictitious payees?
b. those which include the forged signature of the 
treasurer?
Dill Corp. was one of three major suppliers who sold 
raw materials to Fogg & Co. on credit. Dill became con­
cerned over Fogg’s ability to pay its debts. Payments had 
been consistently late and some checks had been returned, 
marked “ insufficient funds’’. In addition, there were 
rumors concerning Fogg’s solvency. Dill decided it would 
make no further sales to Fogg on credit unless it received 
a copy of Fogg’s current, audited financial statements. 
It also required Fogg to assign its accounts receivable to 
Dill to provide security for the sales to Fogg on credit.
Clark & Wall, CPAs, was engaged by Fogg to per­
form an examination of Fogg’s financial statements upon 
which they subsequently issued an unqualified opinion. 
Several months later, Fogg defaulted on its obligations 
to Dill. At this point Dill was owed $240,000 by Fogg. 
Subsequently, Dill discovered that only $60,000 of the ac­
counts receivable that Fogg had assigned to Dill as col­
lateral was collectible.
Dill has commenced a lawsuit against Clark & Wall. 
The complaint alleges that Dill has incurred a $180,000 
loss as a result of negligent or fraudulent misrepresenta­
tions contained in the audited financial statements of Fogg. 
Specifically, it alleges negligence, gross negligence, and 
actual and/or constructive fraud on the part of Clark & 
Wall in the conduct of the audit and the issuance of an 
unqualified opinion.
State law applicable to this action follows the ma­
jority rule with respect to the accountant’s liability to third 
parties for negligence. In addition, there is no applicable 
state statute which creates an accountant-client privilege. 
Dill demanded to be provided a copy of the Fogg work- 
papers from Clark & Wall who refused to comply with 
the request claiming that they are privileged documents. 
Clark & Wall has asserted that the entire action should 
be dismissed because Dill has no standing to sue the firm 
because of the absence of any contractual relationship with 
it, i.e., a lack of privity.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
a. Will Clark & Wall be able to avoid production 
of the Fogg workpapers based upon the assertion that they 
represent privileged communications?
b. What elements must be established by Dill to 
show negligence on the part of Clark & Wall?
c. What is the significance of compliance with 
GAAS in determining whether the audit was performed 
negligently?
d. What elements must be established by Dill to 
show actual or constructive fraud on the part of Clark 
& Wall?
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Number 4 (Estimated tim e----- 15 to 20 minutes) 
On June 1, 1972, Fein, Inc., leased a warehouse to 
Ted Major for use in his trucking business. Among the 
essential terms of the lease are the following:
• The lease term is 15 years.
• The monthly rent is $1,500.
•  Major was required to replace the outside wood sur­
face of the warehouse with aluminum siding by 
December 31 , 1972 and, in consideration of this, Fein 
reduced the monthly rent from its market rate of 
$1,700 to $1,500.
On June 10, 1972, Major had the aluminum siding 
installed on the warehouse at a cost of $17,000. On June 
15, 1982, Major installed a mainframe computer and 
several computer terminals in the warehouse at a cost of 
$250,000.
The lease on the warehouse is silent with respect to 
Major’s right to remove the aluminum siding or computer 
and terminals upon the expiration of the lease.
On June 2 ,  1985, Fein obtained a fire insurance policy 
insuring the warehouse in the amount of $140,000. The 
policy contains an 80% coinsurance clause. On April 2, 
1987, a fire caused $40,000 worth of damage to the roof 
of the warehouse. Fein had purchased the warehouse for 
$90,000 in 1960. On April 2 ,  1987, the cost less deprecia­
tion of the warehouse was $25,000 and its fair market value 
was $200,000.
Fein has asserted the following with respect to the 
above facts:
• That it is entitled to retain ownership of the aluminum 
siding at the expiration of the lease.
• That it is entitled to retain ownership of the computer 
and terminals at the expiration of the lease.
• That it has an insurable interest in the warehouse and 
therefore is entitled to recover $40,000 as a result of 
the fire damage to the warehouse.
Required: Discuss Fein’s assertions indicating whether 
such assertions are correct.
Number 5 (Estimated tim e----- 15 to 20 minutes)
John Reed, a wealthy businessman, established an 
inter vivos trust on January 1, 1986 to provide for the 
financial needs of his son and wife. The written trust agree­
ment signed by Reed provided for income to his wife, 
Myrna, for her life with the remainder to his son, Rodney. 
Reed named Mini Bank as the sole trustee and transferred 
stocks, bonds, and two commercial buildings to the trust. 
The accounting period selected for the trust was the calen­
dar year.
During the first year of the trust’s existence, Mini 
made the following allocations to principal and income 
arising out of transactions involving the trust property:
• With regard to the sale of $25,000 of stock, $20,000 
to income representing the gain on the sale of stock 
and $5,000 to principal representing the cost basis of 
the stock.
• $95,000 to income from rental receipts earned and 
received after the trust was created.
•  $6,000 to income and $2,000 to principal as a result 
of a stock dividend o f 400 shares of $5 par value com­
mon stock at a time when the stock was selling for 
$20 per share.
• $10,000 to income for bond interest received and 
which is payable semi-annually on April 1 and 
October 1.
• $35,000 to principal as a result of mortgage payments 
made by the trust on the commercial buildings.
The instrument creating the trust is silent as to the 
allocation of the trust receipts and disbursements to prin­
cipal and income.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
a. Have the requirements been met for the creation 
of a valid inter vivos trust?
b. Indicate the proper allocation to principal and 
income of the trust receipts and disbursements described 
above under the majority rules, ignoring the tax effect of 
each transaction.
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EXAMINATION IN ACCOUNTING THEORY 
(Theory of Accounts)
May 8, 1987; 1:30 to 5:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ..........................
No. 2 ..........................
No. 3 ..........................
No. 4 ..........................
No. 5 ..........................
Point
Value
T o ta l............................ ............................................................  100
Estimated Minutes 
Minimum Maximum
60 90 n o
10 15 25
10 15 25
10 15 25
10 15 25
150 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued”  at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers, the objective 
answer sheet is page 1 and your other pages should 
be numbered 2 through 12.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers. Since 
objective items are computer-graded, your com-
ments and calculations associated with them are not 
considered. Be certain that you have entered your 
answers on the objective answer sheet before the 
examination time is up.
3.  A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language may 
be considered by the examiners.
Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants 
and adopted by the examining boards o f all states, the District o f  Columbia, Guam, 
Puerto Rico, and the Virgin Islands o f the United States.
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Number 1 (Estimated tim e----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of issues in accounting. Use a soft 
pencil, preferably No. 2, to blacken the appropriate cir­
cle on the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer all 
items. Your grade will be based on the total number of 
your correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The financial statement which summarizes the 
financial position of a company is the
a. Income statement.
b. Balance sheet.
c. Statement of changes in financial position.
d. Retained earnings statement.
Answer Sheet
99.  
Items to be Answered
 
1. According to the FASB conceptual framework, 
predictive value is an ingredient of
Relevance Reliability
a. Yes No
b. Yes Yes
c. No Yes
d. No No
4. When the allowance method of recognizing bad debt 
expense is used, the allowance for doubtful accounts 
would decrease when a(an)
a. Specific account receivable is collected.
b. Account previously written off is collected.
c. Account previously written off becomes 
collectible.
d. Specific uncollectible account is written off.
5. A marketable equity securities portfolio is included 
in an unclassified balance sheet. The amount by which 
the aggregate cost of the marketable equity securities port­
folio exceeds its aggregate market value should
a. Be reported as a valuation allowance in the 
asset section of the balance sheet.
b. Be reported as a valuation allowance in the 
liability section of the balance sheet.
c. Be reported as an unrealized loss in the income 
statement.
d. Not be reported in the financial statements.
6. When the market value of an investment in debt 
securities exceeds its carrying amount, how should the 
asset be reported at the end of the year for each of the 
following?
Short-term Long-term
marketable marketable
debt securities debt securities
a. Carrying amount Market
b. Carrying amount Carrying amount
c. Market Carrying amount
d. Market Market
7. An investor purchased a bond classified as a long­
term investment between interest dates at a discount. At 
the purchase date, the carrying amount of the bond is 
more than the
2. When purchasing power gains or losses are com­
puted, how is each of the following classified?
Unamortized premium
Patents on bonds payable
a. Nonmonetary Monetary
b. Nonmonetary Nonmonetary
c. Monetary Nonmonetary
d. Monetary Monetary
3. On July 1 ,  1986, a company received a one-year note 
receivable bearing interest at the market rate. The face 
amount of the note receivable and the entire amount of 
the interest are due on June 30, 1987. The interest 
receivable account would show a balance on
a. July 1, 1986, but not December 31, 1986.
b. December 31, 1986, but not July 1, 1986.
c. July 1, 1986, and December 31, 1986.
d. Neither July 1, 1986, nor December 31, 1986.
a.
b.
c.
d.
Cash paid 
to seller
Yes
Yes
No
No
Face amount 
o f bond
No
Yes
Yes
No
8. The market price of the common stock of an in­
vestee company increased during the year. How will the 
investor’s investment account be affected by the increase 
in market price of that common stock under each of the 
following accounting methods?
Cost method Equity method
a. No effect No effect
b. No effect Increase
c. Increase No effect
d. Increase Increase
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9. The premium on a three-year insurance policy ex­
piring on December 31 , 1988, was paid in total on January 
1, 1986. The original payment was initially debited to a 
prepaid asset account. The appropriate journal entry has 
been recorded on December 3 1 , 1986. The balance in the 
prepaid asset account on December 31, 1986, should be
a. Zero.
The same as it would have been if the original 
payment had been debited initially to an expense 
account.
The same as the original payment.
Higher than if the original payment had been 
debited initially to an expense account.
b.
c.
d.
14. Lease Y does not contain a bargain purchase option, 
but the lease term is equal to 90 percent of the estimated 
economic life of the leased property. Lease Z does not 
transfer ownership of the property to the lessee by the end 
of the lease term, but the lease term is equal to 75 percent 
of the estimated economic life of the leased property. How 
should the lessee classify these leases?
Lease Y Lease Z
a. Capital lease Operating lease
b. Capital lease Capital lease
c. Operating lease Capital lease
d. Operating lease Operating lease
10. A company borrowed cash from a bank and issued 
to the bank a short-term noninterest-bearing note payable. 
The bank discounted the note at 10% and remitted the 
proceeds to the company. The effective interest* rate paid 
by the company in this transaction would be
a. Equal to the stated discount rate of 10% .
b. More than the stated discount rate of 10%.
c. Less than the stated discount rate of 10%.
d . Independent of the stated discount rate of 10%.
11. Which of the following is classified as an accrued 
liability?
Liability 
fo r  federal 
unemployment taxes
a. Yes
b. Yes
c. No
d. No
Liability fo r  
employer’s share 
o f FICA taxes
Yes
No
No
Yes
12. A retail store received cash and issued gift certificates 
that are redeemable in merchandise. The gift certificates 
lapse one year after they are issued. How would the de­
ferred revenue account be affected by each of the follow­
ing transactions?
Redemption o f Lapse o f
certificates certificates
a. No effect Decrease
b. Decrease Decrease
c. Decrease No effect
d. No effect No effect
A six-year capital lease specifies equal minimum13.
annual lease payments. Part of this payment represents 
interest and part represents a reduction in the net lease 
liability. The portion of the minimum lease payment in 
the fourth year applicable to the reduction of the net lease 
liability should be
a. The same as in the third year.
b. Less than in the third year.
c. Less than in the fifth year.
d. More than in the fifth year.
15. At the most recent year end, a company had a de­
ferred income tax credit related to a noncurrent asset that 
exceeded a deferred income tax charge related to a cur­
rent liability. Which of the following should be reported 
in the company’s most recent year-end balance sheet?
a. The excess of the deferred income tax credit over 
the deferred income tax charge as a noncurrent 
liability.
b. The excess of the deferred income tax credit over 
the deferred income tax charge as a current 
liability.
c . The deferred income tax credit as a noncurrent 
liability.
d. The deferred income tax credit as a current 
liability.
16. The market price of a bond issued at a discount is 
the present value of its principal amount at the market 
(effective) rate of interest
a. Plus the present value of all future interest 
payments at the market (effective) rate of 
interest.
b. Plus the present value of all future interest 
payments at the rate of interest stated on the 
bond.
c. Less the present value of all future interest 
payments at the market (effective) rate of 
interest.
d. Less the present value of all future interest 
payments at the rate of interest stated on the 
bond.
17. A five-year term bond was issued by a company on 
January 1 ,  1985, at a premium. The carrying amount of 
the bond at December 31, 1986, would be
a. The same as the carrying amount at January 1, 
1985.
b . Higher than the carrying amount at December 
31, 1985.
c. Lower than the carrying amount at December 
31, 1987.
d. Lower than the carrying amount at December 
31, 1985.
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18. The proceeds from a bond issued with detachable 
stock purchase warrants should be accounted for
a. Entirely as bonds payable.
b. Entirely as stockholders’ equity.
c. Partially as unearned revenue, and partially as 
bonds payable.
d. Partially as stockholders’ equity, and partially 
as bonds payable.
19. A safety hazard exists for a manufactured product. 
Occurrence of the loss is reasonably possible and the 
amount of the loss can be reasonably estimated. This loss 
contingency should be
Accrued Disclosed
a. Yes Yes
b. Yes No
c. No Yes
d. No No
20. A company declared a cash dividend on its common 
stock in December 1986, payable in January 1987. 
Retained earnings would
a. Increase on the date of declaration.
b. Not be affected on the date of declaration.
c. Not be affected on the date of payment.
d. Decrease on the date of payment.
21. How would retained earnings be affected by the 
declaration of each of the following?
Stock dividend Stock split
a. Decrease Decrease
b. No effect Decrease
c. No effect No effect
d. Decrease No effect
22. When the interest payment dates of a bond are 
May 1 and November 1, and the bond is issued on June 
1 , 1986, the amount of interest expense for the year ended 
December 31, 1986, would be for
a. Two months.
b. Six months.
c. Seven months.
d. Eight months.
23. Which of the following components should be 
included in the calculation of net pension cost recognized 
for a period by an employer sponsoring a defined benefit
pension plan?
Actual return Amortization o f
on plan assets, unrecognized prior
i f  any service cost, i f  any
a. No Yes
b.  No No
c. Yes No
d. Yes Yes
24. A December 15 , 1986, purchase of goods, was de­
nominated in a currency other than the entity’s functional 
currency. The transaction resulted in a payable that was 
fixed in terms of the amount of foreign currency, and was 
paid on the settlement date, January 20, 1987. The ex­
change rates between the functional currency and the cur­
rency in which the transaction was denominated changed 
at December 31, 1986, resulting in a loss that should
a. Not be reported until January 20, 1987, the 
settlement date.
b. Be included as a separate component of 
stockholders’ equity at December 31, 1986.
c. Be included as a deferred charge at December 
31, 1986.
d. Be included as a component of income from 
continuing operations for 1986.
25. A material loss should be presented separately as a 
component of income from continuing operations when 
it is
a. Infrequent in occurrence and unusual in nature.
b. Infrequent in occurrence but not unusual in 
nature.
c. A cumulative effect-type change in accounting 
principle.
d. An extraordinary item.
26. A company uses the percentage-of-completion 
method to account for a four-year construction contract. 
Progress billings sent in the second year that were collected 
in the third year would
a. Not be included in the calculation of the income 
recognized in the second, third, or fourth year.
b. Be included in the calculation of the income 
recognized in the second year.
c. Be included in the calculation of the income 
recognized in the third year.
d. Be included in the calculation of the income 
recognized in the fourth year.
27. A lease is recorded as a sales-type lease by the lessor. 
The difference between the gross investment in the lease 
and the sum of the present values of the two components 
of the gross investment (the net receivable) should be
a. Amortized over the period of the lease as interest 
revenue using the interest method.
b. Amortized over the period of the lease as interest 
revenue using the straight-line method.
c. Recognized in full as interest revenue at the 
lease’s inception.
d . Recognized in full as manufacturer’s or dealer’s 
profit at the lease’s inception.
28. In a statement of changes in financial position 
prepared on a cash basis (indirect method) an increase in 
inventories should be presented as a(an)
a. Outflow of cash.
b. Inflow and outflow of cash.
c. Addition to income from continuing operations.
d. Deduction from income from continuing 
operations.
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29. Which of the following should be presented in a state­
ment of changes in financial position prepared on a cash 
basis?
34. A company issued rights to its existing shareholders 
to purchase, for $30 per share, unissued shares of $15 par 
value common stock. Additional paid-in capital will be 
credited when the
Stock dividend Stock split
a. Yes Yes Rights are issued Rights lapse
b. Yes No a. Yes No
c. No No b. No No
d. No Yes c. No Yes
d. Yes Yes
30. When a company changes the expected service life 
of an asset because additional information has been 
obtained, which of the following should be reported?
Cumulative effect Pro form a effects
o f change in o f retroactive
accounting principle application
a. Yes No
b. Yes Yes
c. No Yes
d. No No
31. The deferred method of tax allocation should be
used for
Permanent
differences
Timing
differences
a. Yes No
b. Yes Yes
c. No Yes
d. No No
32. In determining primary earnings per share, a com­
mon stock equivalent was antidilutive in 1985 and dilutive 
in 1986. The common stock equivalent would be included 
in the computation for
1985 1986
a. Yes Yes
b. No Yes
c. No No
d. Yes No
33. Five thousand (5,000) shares of common stock 
with a par value of $10 per share were issued initially at 
$12 per share. Subsequently, one thousand (1,000) of 
these shares were acquired as treasury stock at $15 per 
share. Assuming that the par value method of accounting 
for treasury stock transactions is used, what is the effect 
of the acquisition of the treasury stock on each of the 
following?
Additional
paid-in capital Retained earnings
a. Increase No effect
b.   Increase Decrease
c. Decrease Increase
d. Decrease Decrease
35. When Dubke retired from the partnership of Dubke, 
Logan and Flaherty, the final settlement of Dubke’s part­
nership interest exceeded Dubke’s capital balance. Under 
the bonus method, the excess
a. Was recorded as goodwill.
b. Was recorded as an expense.
c. Had no effect on the capital balances of Logan 
and Flaherty.
d. Reduced the capital balances of Logan and 
Flaherty.
36. An inventory loss from a market price decline 
occurred in the first quarter. The loss was not expected 
to be restored in the fiscal year. However, in the third 
quarter the inventory had a market price recovery that ex­
ceeded the market decline that occurred in the first quarter. 
For interim financial reporting, the dollar amount of net 
inventory should
a. Decrease in the first quarter by the amount of 
the market price decline and increase in the third 
quarter by the amount of the market price 
recovery.
b. Decrease in the first quarter by the amount of 
the market price decline and increase in the third 
quarter by the amount of decrease in the first 
quarter.
c. Not be affected in the first quarter and increase 
in the third quarter by the amount of the market 
price recovery that exceeded the amount of the 
market price decline.
d . Not be affected in either the first quarter or the 
third quarter.
37. A development stage enterprise
a. Issues an income statement that is the same as 
an established operating enterprise, and shows 
cumulative amounts from the enterprise’s incep­
tion as additional information.
b. Issues an income statement that is the same as 
an established operating enterprise, but does not 
show cumulative amounts from the enterprise’s 
inception as additional information.
c. Issues an income statement that only shows 
cumulative amounts from the enterprise’s 
inception.
d. Does not issue an income statement.
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38. An investment in marketable securities was ac­
counted for by the cost method. These securities were 
distributed to stockholders as a property dividend in a 
nonreciprocal transfer. The dividend should be reported 
at the
a. Fair value of the asset transferred.
b . Fair value of the asset transferred or the record­
ed amount of the asset transferred, whichever 
is higher.
c. Fair value of the asset transferred or the record­
ed amount of the asset transferred, whichever 
is lower.
d. Recorded amount of the asset transferred.
39. An employer sponsoring a defined benefit pension 
plan should disclose the
A m o u n t o f  
unrecognized p r io r  
service cost
a. No
b. No
c. Yes
d. Yes
Fair value o f  
plan  assets
No
Yes
Yes
No
44. For the purposes of cost accumulation, which of the 
following are identifiable as different individual products 
before the split-off point?
B yprodu cts Jo in t p ro d u cts
a. Yes Yes
b. Yes No
c. No No
d. No Yes
45. In an income statement prepared as an internal report 
using the absorption costing method, which of the follow­
ing terms should appear?
C ontribu tion G ross p ro f it
margin (margin)
a. No Yes
b. No No
c. Yes No
d. Yes Yes
46. The flexible budget for a producing department may 
include
40. How are dividends per share for common stock used 
in the calculation of the following?
D irect labor F actory overhead
D ividen d  per-share Earnings
p a y o u t ratio p e r  share
a. Numerator Numerator
b. Numerator Not used
c. Denominator Not used
d. Denominator Denominator
41. In developing a factory overhead application rate 
for use in a process costing system, which of the follow­
ing could be used in the denominator?
a. Estimated direct labor hours.
b. Actual direct labor hours.
c. Estimated factory overhead.
d. Actual factory overhead.
42. In a job order cost system, direct labor costs usually 
are recorded initially as an increase in
a. Factory overhead applied.
b. Factory overhead control.
c. Finished goods control.
d. Work in process control.
43. Under the two-variance method for analyzing fac­
tory overhead, the factory overhead applied to produc­
tion is used in the computation of the
C ontrollable Volum e
(budget) variance variance
a. Yes No
b. Yes Yes
c. No Yes
d. No No
a. No Yes
b. No No
c. Yes No
d. Yes Yes
47. Breakeven analysis assumes over the relevant range 
that
a. Total costs are linear.
b. Fixed costs are nonlinear.
c. Variable costs are nonlinear.
d. Selling prices are nonlinear.
48. A proposed project has an expected economic life 
of eight years. In the calculation of the net present value 
of the proposed project, salvage value would be
a. Excluded from the calculation of the net present 
value.
Included as a cash inflow at the estimated 
salvage value.
Included as a cash inflow at the future amount 
of the estimated salvage value.
Included as a cash inflow at the present value 
of the estimated salvage value.
b.
c.
d.
49. A company’s rate of return on investment is the
a. Percentage of profit to sales divided by the 
capital-employed turnover rate.
b. Percentage of profit to sales multiplied by the 
capital-employed turnover rate.
c. Investment capital divided by the capital- 
employed turnover rate.
d. Investment capital multiplied by the capital- 
employed turnover rate.
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SO. How would the following be used in the economic 
order quantity formula?
Inventory 
carrying cost
Cost per 
purchase order
a. Numerator Numerator
b. Denominator Numerator
c. Denominator Denominator
d. Not used Denominator
51. Under the modified accrual basis of accounting for 
a governmental unit, revenues should be recognized in the 
accounting period in which they
a. Are earned and become measurable.
b. Are collected.
c. Become available and earned.
d. Become available and measurable.
52. The appropriations control account of a governmen­
tal unit is credited when
a. Supplies are purchased.
b. Expenditures are recorded.
c. The budget is recorded.
d. The budgetary accounts are closed.
53. The expenditures control account of a governmen­
tal unit is credited when
a. The budgetary accounts are closed.
b. The budget is recorded.
c. Supplies are purchased.
d. Supplies previously encumbered are received.
54. Which of the following funds of a governmental unit 
uses the modified accrual basis of accounting?
a. Enterprise.
b. Internal service.
c. Capital projects.
d. Nonexpendable trust.
55. Which of the following funds of a governmental unit 
would account for depreciation in the accounts of the 
fund?
a. General.
b. Internal service.
c. Capital projects.
d. Special assessment.
57. Funds which the governing board of an institution, 
rather than a donor or other outside agency, has deter­
mined are to be retained and invested for other than loan 
or plant purposes would be accounted for in the
a. Quasi-endowment fund.
b. Endowment fund.
c. Agency fund.
d. Current fund-restricted.
58. In the comprehensive annual financial report 
(CAFR) of a governmental unit, the account groups are 
included in
a . Both the combined balance sheet and the com­
bined statement of revenues, expenditures, and 
changes in fund balances.
b. The combined statement of revenues, expen­
ditures, and changes in fund balances, but not 
the combined balance sheet.
c. The combined balance sheet but not the com­
bined statement of revenues, expenditures, and 
changes in fund balances.
d. Neither the combined balance sheet nor the com­
bined statement of revenues, expenditures, and 
changes in fund balances.
59. Which of the following normally would be included 
in Other Operating Revenues of a hospital?
Revenue from  
educational programs Unrestricted gifts
a. Yes No
b. Yes Yes
c. No Yes
d. No No
60. In a statement of support, revenue, and expenses and 
changes in fund balances of a voluntary health and welfare 
organization, depreciation expense should
a. Not be included.
b. Be included as an element of support.
c. Be included as an element of other changes in 
fund balances.
d. Be included as an element of expense.
56. Which of the following accounts would be included 
in the fund equity section of the combined balance sheet 
of a governmental unit for the general fixed asset account 
group?
Investment in Fund balance reserved
general fixed  assets fo r  encumbrances
a. Yes Yes
b. Yes No
c. No No
d. No Yes
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Number 2 (Estimated tim e----- 15 to 25 minutes)
Deskin Company purchased a new machine to be 
used in its operations. The new machine was delivered by 
the supplier, installed by Deskin, and placed into opera­
tion. It was purchased under a long-term payment plan 
for which the interest charges approximated the prevail­
ing market rates. The estimated useful life of the new 
machine is ten years, and its estimated residual (salvage) 
value is significant. Normal maintenance was performed 
to keep the new machine in usable condition.
Deskin also added a wing to the manufacturing 
building that it owns. The addition is an integral part of 
the building. Furthermore, Deskin made significant 
leasehold improvements to office space used as corporate 
headquarters.
Number 3 (Estimated tim e----- 15 to 25 minutes)
Hanlon Company purchased a significant amount of 
raw materials inventory for a new product that it is 
manufacturing. Hanlon purchased insurance on these raw 
materials while they were in transit from the supplier.
Hanlon uses the lower of cost or market rule for these 
raw materials. The replacement cost of the raw materials 
is above the net realizable value and both are below the 
original cost.
Hanlon uses the average cost inventory method for 
these raw materials. In the last two years, each purchase 
has been at a lower price than the previous purchase, and 
the ending inventory quantity for each period has been 
higher than the beginning inventory quantity for that 
period.
Required:
a. What costs should Deskin capitalize for the 
new machine? How should the machine be depreciated? 
Do not discuss specific methods of depreciation.
b. How should Deskin account for the normal 
maintenance performed on the new machine? Why?
c. How should Deskin account for the wing added 
to the manufacturing building? Where should the added 
wing be reported on Deskin’s financial statements?
d. How should Deskin account for the leasehold 
improvements made to its office space? Where should the 
leasehold improvements be reported on Deskin’s finan­
cial statements?
Required:
a. What is the theoretically appropriate method that 
Hanlon should use to account for the insurance costs on 
the raw materials while they were in transit from the 
supplier? Why?
b. 1. At which amount should Hanlon’s raw ma­
terials inventory be reported on the balance sheet? Why?
2. In general, why is the lower of cost or market 
rule used to report inventory?
c. What would have been the effect on ending in­
ventory and cost of goods sold had Hanlon used the LIFO 
inventory method instead of the average cost inventory 
method for the raw materials? Why?
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Number 4 (Estimated tim e----- 15 to 25 minutes) 
Lynn Company discontinued operations of a segment 
of its business in the middle of the year. The segment was 
operating at a loss from the beginning of the year. At the 
measurement date, a loss is expected from the proposed 
sale of the segment. This expected loss includes operating 
losses during the phase-out period which will extend into 
next year.
In addition, Lynn had one of its manufacturing plants 
destroyed by an earthquake during the year. The loss is 
properly reported as an extraordinary item.
Required:
a. How should Lynn report discontinued operations 
of a segment of its business on its income statement for 
this year? Do not discuss earnings per share requirements.
b. What are the criteria for classification as an ex­
traordinary item?
c. How should Lynn report the extraordinary loss 
from the earthquake on its income statement for this year? 
Do not discuss earnings per share requirements.
Number 5 (Estimated tim e----- 15 to 25 minutes)
Flaherty (Company entered into a business combina­
tion with Steeley Company in the middle of the year. The 
combination was accounted for as a pooling of interests. 
Both companies use the same methods of accounting. 
Registration fees for the equity securities involved in the 
combination were incurred. There were no intercompany 
transactions before or after the combination.
Flaherty Company acquired all of the voting com­
mon stock of Rubin Company in the middle of the year. 
This combination was accounted for as a purchase and 
resulted in goodwill. Both companies use the same 
methods of accounting. Registration fees for the equity 
securities involved in the combination were incurred. Th ere 
were no intercompany transactions before or after the 
combination.
Required:
a. 1. In the business combination accounted for 
as a pooling of interests, how should the recorded assets 
and liabilities of the separate companies be accounted for? 
What is the rationale for accounting for a business com­
bination as a pooling of interests?
2. In the business combination accounted for 
as a pooling of interests, how should the registration fees 
and direct costs related to effecting the business combina­
tion be accounted for?
3. In the business combination accounted for 
as a pooling of interests, how should the results of opera­
tions for the year in which the business combination 
occurred be reported?
b. 1. In the business combination accounted for 
as a purchase, how should the assets acquired and liabilities 
assumed be recorded? What is the rationale for account­
ing for a business combination as a purchase?
2. In the business combination accounted for 
as a purchase, how should the registration fees and direct 
costs related to effecting the business combination be ac­
counted for?
3. In the business combination accounted for 
as a purchase, how should the results of operations of the 
acquired company for the year in which the business com­
bination occurred be reported?
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ANSWERS TO EXAMINATION — MAY 1987
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May 6, 1987; 1:30 to 6:00 P.M.
Answer 1 (10 points) Answer 2 (10 points) Answer 3 (10 points)
1. b 11. a
12. a
13. c
14. b
15. d
16. b
17. d
18. d
19. b
20. b
21. c
22. c
23. b
24. a
25. b
26. d
27. d
28. b
29. b
30. c
31. a
32. b
33. a
34. c
35. c
36. d
37. b
38. a
39. d
40. a
41. a
42. c
43. c
44. b
45. c
46. c
47. c
48. d
49. b
50. a
51. a
52. d
53. a
54. d
55. a
56. d
57. b
58. b
59. d
60. c
2. c
3. a
4. a
5. d
6. c
7. a
8. c
9. d
10. c
The scores for the multiple choice questions were determined in accordance with the following scales:
Answer 1
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1½ 2 2½ 3 3½ 4 4½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9½ 10 10 10
Answer 2
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1½ 2 2½ 3 3½ 4 4½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9½ 10 10
Answer 3
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 2½ 3 3½ 4 4½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9½ 10 10 10 10 10
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Answer 4 (10 points)
Bush, Inc., and Subsidiary
CONSOLIDATED STATEMENT OF CHANGES IN FINANCIAL POSITION
CASH CONCEPT
For the Year Ended December 31, 1986
Financial resources provided
Cash provided by operations 
Net income
Add (or deduct) items not affecting cash 
Minority interest in net 
income of subsidiary
Cash provided by operations 
Cash from other sources 
Sale of equipment 
Sale of treasury stock 
Financial resources not affecting cash 
Issuance of common stock to purchase land
$ 33,000 [1]
Depreciation 82,000 [2]
Amortization of goodwill 3,000
Gain on sale of equipment (6,000)
Decrease in allowance to reduce 
marketable securities to market (11,000)
Deferred income taxes 12,000
Decrease in accounts receivable 22,000
Increase in inventories (70,000)
Increase in accounts payable 
and accrued liabilities 121,000
$198,000
186,000
384,000
40,000
44,000
215,000
Total financial resources provided 683,000
Financial resources used
Cash dividend paid by parent company 
Cash dividend paid to minority stockholders 
of subsidiary 
Purchase of equipment 
Payment on note payable 
Financial resources not affecting cash 
Purchase of land by issuance of 
common stock
Total financial resources used
$ 58,000
15,000 [3]
127,000
150,000
215,000
565,000
Increase in cash $118,000
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Answer 4 (continued)
Explanations of Amounts:
[1] Minority interest in net income of subsidiary 
Net income of Dorr Corporation for 1986 
Minority ownership 
Minority interest in net income
$110,000
X 3 0 %
$ 33,000
[2] Depreciation
Accumulated depreciation, 12/31/86 
Accumulated depreciation on equipment sold 
($62,000 -  $34,000)
Deduct accumulated depreciation, 12/31/85 
Depreciation for 1986
$199,000
28,000
227,000
145,000
$ 82,000
[3] Cash dividends paid to minority stockholders of subsidiary 
Cash dividend paid by Dorr Corporation 
Minority ownership
Cash dividend paid to minority stockholders in 1986
$ 50,000 
X 30%
$ 15,000
Answer 5 (10 points)
a. Computation of Cox’s Goodwill 
Implicit in the Terms of the 
Common Stock Issuance
Cash paid by Rice for 1,000 shares
Contribution by Cox 
Current fair value of assets 
Cash
Accounts receivable 
Merchandise inventory 
Prepaid insurance 
Equipment
$ 16,500
20,200
45,000 
1,900
40,000
123,600
$ 86,000
Current fair value of liabilities assumed 
Accounts payable 
Note payable
Loan payable, delivery van 
Interest payable
Payroll taxes withheld and accrued
30,500
10,000
3,500
600
2,100
46,700
Net contribution by Cox for 1,000 shares 
Cox’s goodwill
76,900 
$ 9,100
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Answer 5 (continued) 
b.
Assets
Cox Stationers, Inc. 
BALANCE SHEET 
January 1, 1987
Current Assets:
Cash
Accounts receivable
Less allowance for doubtful accounts
Merchandise inventory 
Prepaid insurance
Total current assets 
Equipment 
Goodwill
Total assets
Liabilities and Stockholders' Equity 
Current Liabilities:
Note payable, bank 
Loan payable, delivery van 
Accounts payable 
Accrued interest
Payroll taxes withheld and accrued 
Total current liabilities
Stockholders' Equity:
Common stock, $50 par; 
authorized 7,500 shares; issued 
and outstanding 2,000 shares 
Additional paid-in capital
Total stockholders’ equity
Total liabilities and 
stockholders’ equity
Explanations of Amounts:
$23,500
3,300
$102,500 [1]
20,200
45,000 
1,900 [2]
169,600
40,000 
9,100
$218,700
$ 10,000 
3,500 
30,500 
600 [3] 
2,100
46,700
100,000
72,000 [4]
172,000
$218,700
[1] Cash
Balance, 12/31/86
1/1/87, sale of common stock to Rice 
Balance, 1/1/87
[2] Prepaid insurance
Paid, 7/1/86
Prepaid, 12/31/86 (x  ½ )
[3] Accrued interest on note payable
Annual interest ($10,000 x  12%)
July 1 — December 31, 1986 (x  ½)
[4] Additional paid-in capital
Total assets
Deduct liabilities
Total stockholders’ equity
Deduct common stock (2,000 shares x $50)
Additional paid-in capital
$ 16,500
86,000
$102,500
$ 3,800 
$ 1,900
$ 1,200
$ 600
$218,700
46,700
172,000
100,000
$ 72,000
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May 7, 1987, 1:30 to 6:00 P.M.
ANSWERS TO EXAMINATION
ACCOUNTING PRACTICE — PART II
Answer 1 (10 points) Answer 2 (10 points) Answer 3 (10 points)
1. a 11. a 21. d 31. c 41. a 51. c
2. b 12. a 22. b 32. c 42. d 52. c
3. c 13. d 23. a 33. d 43. b 53. d
4. b 14. b 24. c 34. b 44. d 54. a
5. c 15. c 25. a 35. d 45. a 55. a
6. a 16. d 26. c 36. a 46. b 56. a
7. c 17. c 27. a 37. b 47. b 57. b
8. d 18. b 28. b 38. b 48. d 58. c
9. d 19. d 29. b 39. c 49. d 59. a
10. c 20. a 30. d 40. a 50. a 60. c
The scores for the multiple choice questions were determined in accordance with the following scales: 
Answer 1
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1½ 2 2½ 3 3½ 4 4½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9½ 10 10
Answer 2
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 1½ 2 2½ 3 3½ 4 4 ½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9½ 10 10
Answer 3
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1½ 2 2½ 3 3½ 4 4½ 5 5½ 6 6½ 7 7½ 8 8½ 9 9½ 10 10 10
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Answer 4 (10 points)
a. Ann Ford
PROJECTED RECEIPTS AND EXPENDITURES 
WITH NO EFFECT ON TAXABLE INCOME
1987
Receipts Expenditures
Federal income tax ($9,000 + $300 + $5,000) 
FICA tax ($3,132 + $215)
Bequest under husband’s will
Life insurance proceeds on husband’s death
Food, clothing, household, and miscellaneous
State inheritance tax
City and state sales taxes
Auto license and registration
Political contribution
$25,000
15,000
$14,300
3,347
20,000
2,100
1,100
50
100
b. Ann Ford
COMPUTATION OF PROJECTED TAXABLE INCOME
1987
Adjusted Gross Income
Salary and commissions — outside salesperson
Salary — part-time teacher
Dividends
Long-term capital gain ($10,000 less $6,000) 
Simple trust 
Lottery winnings
Total
Itemized Deductions 
Taxes
State income taxes ($1,800 + $1,200)
Realty taxes 
Total taxes
Contribution to church 
Gambling losses ($420 + 
Employee business expenses 
($5,000 less 2% of $71,500)
Total itemized deductions
Personal Exemptions ($1,900 x 2) 
Taxable Income
$480)
$3,000
3,600
6,600
600
900
3,570
11,670
3,800
c.
Tax before prepayments 
Prepayments
Federal income tax withheld 
Estimated tax payments 
Excess FICA tax 
Amount overpaid
$9,300
5,000
215
$50,000
3,000 
500
4,000
12,000
2,000
71,500
15,470
$56,030
Ann Ford
COMPUTATION OF PROJECTED 
FEDERAL INCOME TAX OVERPAYMENT
1987
$12,421
14,515 
$ 2,094
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Accounting Practice — Part II
Esperanza Hospital 
ADJUSTING JOURNAL ENTRIES 
January 1, 1987
(Not Required)
Debit
(1)
Endowment fund balance 120,000
General (unrestricted) funds balance
Answer 5 (continued)
Credit
120,000
To transfer investment income
General (unrestricted) funds balance 
Land
(2)
60,000
60,000
To eliminate appreciation in 
land value
General (unrestricted) funds balance 
Allowance for depreciation
(3)
To correct allowance for 
depreciation account as follows:
Building — $720,000 X 2% X 40 years 
Elevator — 80,000 x 5% x 20 years 
Equipment (correctly computed)
Correct allowance for depreciation 
Balance per books 
Understatement
Due from general (unrestricted) funds 
Plant replacement and expansion 
fund balance
$576,000
80,000
90,000
746,000
410,000 
$336,000
(4)
336,000
336,000
246,000
246,000
Adjusted allowance for depreciation 
Investment in corporate bonds
Underfunded for asset replacement
General (unrestricted) funds balance 
Due to plant replacement and 
expansion fund
Reciprocal entry for (4)
Other fund balances 
Plant replacement and expansion 
fund balance
General (unrestricted) funds balance 
To allocate other fund balances
$746,000
500,000
$246,000
(5)
(6)
246,000
246,000
1,100,000
500,000
600,000
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Answer 1 (60 points)
ANSWERS TO EXAMINATION 
AUDITING
May 7, 1987; 8:30 A.M. to 12:00 M.
1. c 11. d 21. d 31. b 41. d 51. c
2. d 12. c 22. d 32. a 42. a 52. c
3. d 13. b 23. d 33. a 43. c 53. c
4. b 14. b 24. b 34. d 44. d 54. d
5. c 15. d 25. c 35. b 45. a 55. a
6. b 16. a 26. d 36. b 46. c 56. b
7. c 17. b 27. c 37. c 47. a 57. b
8. c 18. c 28. a 38. b 48. c 58. d
9. c 19. c 29. b 39. a 49. a 59. a
10. b 20. c 30. d 40. d 50. d 60. a
The scores for the multiple choice questions were determined in accordance with the following scale:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60 60 60
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Auditing
Deficiencies in the staff assistant’s draft are as follows:
Within the first paragraph
• The financial statements are not identified by proper 
names.
• There should be reference to standards established 
by the AICPA, not Statements on Standards for 
Auditing and Review Services.
• There is failure to state that the financial statements 
are the representations of management.
Within the second paragraph
• There is omission of reference to inquiries of com­
pany personnel.
• It is inappropriate to state that a review is more in 
scope than a compilation.
• There is failure to disclaim an opinion.
Answer 2 (10 points) Within the third paragraph
• Reference should not be made to compilation of the 
1985 financial statements.
• The reference to “ material modifications’’ should 
apply to the 1986 financial statements only, and not 
to the 1985 financial statements.
• Reference to consistency with the prior year’s finan­
cial statements should be omitted.
• There is failure to refer to conformity with general­
ly accepted accounting principles.
Within the fourth paragraph
• There is failure to state that a compilation is limited 
to presenting in the form of financial statements in­
formation that is the representation of management.
• There is failure to state that the 1985 financial 
statements were not audited or reviewed.
• There is omission of proper reference to ‘‘any other 
form of assurance’’ on the 1985 financial statem ents.
Answer 3 (10 points)
a. The advantages of PPS sampling over classical variables sampling are as 
follows:
• PPS sampling is generally easier to use than classical variables sampling.
• Size of a PPS sample is not based on the estimated variation of audited amounts.
• PPS sampling automatically results in a stratified sample.
• Individually significant items are automatically identified.
• If no errors are expected, PPS sampling will usually result in a smaller sample 
size than classical variables sampling.
• A PPS sample can be easily designed and sample selection can begin before the 
complete population is available.
b.
Sampling Interval
Tolerable Error
Reliability Factor for Errors of Overstatement
$15,000
$  3.00
$5,000
Sample Size
Recorded Amount 
Sampling Interval
$300,000   
$5,000
60
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c.
Recorded
Am ount
$ 400 
500 
3,000
Total Projected Error
1st error 
2nd error 
3rd error
Audit
Amount
$ 320
0
2,500
Tainting
20%
100%
Sampling
Interval
$1,000
1,000
1,000
Projected
Error
$ 200 
1,000 
500 
$1,700
* The recorded amount is greater than the sampling interval; therefore, the 
projected error equals the actual error.
Answer 4 (10 points)
a. 1. An engagement to express an opinion on an 
entity’s system of internal accounting control and a study 
and evaluation of internal accounting control made as part 
of an examination of financial statements in accordance 
with generally accepted auditing standards generally dif­
fer in scope. While the engagement to express an opinion 
on an entity’s system can be made in conjunction with the 
study and evaluation made as part of an examination, the 
study and evaluation made as part of an examination is 
more limited in scope.
2. The engagements also differ in purpose. The 
auditor’s study and evaluation of internal accounting con­
trol is an intermediate step in forming an opinion on the 
financial statements. It establishes a basis for reliance on 
the control system and for determining the nature, extent, 
and timing of the auditing procedures. The purpose of 
the accountant’s engagement to express an opinion on the 
system of internal accounting control is to provide 
assurance about whether the broad objectives of internal 
accounting control are being achieved.
3. An engagement to express an opinion on an enti­
ty’s system of internal accounting control can be made 
as of any date, while the auditor’s study and evaluation 
of internal accounting control is made in the early stages
of an audit with review to determine the effectiveness 
throughout the period.
4. Ordinarily, the users of an opinion on an entity’s 
system of internal accounting control are the client’s 
management or third parties, such as regulatory agencies. 
The primary user of a study and evaluation of internal 
accounting control made as part of an audit is the auditor 
who makes the study and evaluation.
b. The accountant’s report expressing an opinion on an 
entity’s system of internal accounting control should 
contain
A description of the scope of the engagement. 
The date to which the opinion relates.
A statement that the establishment and mainte­
nance of the system is the responsibility of 
management.
A brief explanation of the broad objectives and 
inherent limitations of internal accounting 
control.
The accountant’s opinion on whether the system 
meets the broad objectives of internal account­
ing control insofar as those objectives pertain 
to the prevention or detection of material errors 
or irregularities.
The description of any material weakness.
a.
b.
c.
d.
e.
f.
Answer 5 (10 points)
Additional procedures to be performed prior to the 
beginning of field work are:
5. Read the current year’s interim financial 
statements.
6. Discuss the scope of the examination with manage­
ment of the client.
7. Establish the timing of the audit work.
8. Arrange with the client for adequate working space.
9. Coordinate the assistance of client personnel in 
data preparation.
10. Establish and coordinate staffing requirements in­
cluding time budget.
11. Hold a planning conference with assistants assigned 
to the engagement.
12. Determine the extent of involvement, if any, of 
consultants, specialists, and internal auditors.
13. Consider the effects of applicable accounting and 
auditing pronouncements, particularly recent ones.
14. Consider the need for an appropriate engagement 
letter.
15. Prepare documentation setting forth the prelimi­
nary audit plan.
16. Make preliminary judgment about materiality 
levels.
17. Make preliminary judgment about reliance to be 
placed on internal accounting controls.
18. Update the prior year’s written audit program.
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Answer 1 (60 points)
ANSWERS TO EXAMINATION
BUSINESS LAW 
(Commercial Law)
May 8, 1987; 8:30 A.M. to 12:00 M.
1. d 11. c 21. a 31. c 41. b 51. c
2. c 12. a 22. c 32. b 42. d 52. a
3. d 13. b 23. a 33. b 43. b 53. b
4. d 14. a 24. c 34. a 44. a 54. b
S. a 15. d 25. d 35. b 45. b 55. b
6. d 16. a 26. a 36. c 46. b 56. a
7. c 17. c 27. b 37. a 47. d 57. c
8. a 18. a 28. c 38. b 48. a 58. a
9. b 19. c   29. a 39. a 49. c 59. b
10. b 20. b 30. b 40. c 50. b 60. a
The scores for the multiple choice questions were determined in accordance with the following scale:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45 46 47 48 49 50
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 51 52 53 54 55 56 57 58 59 60 60 60 60 60 60 60 60 60 60 60
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Answer 2 (10 points) Answer 3 (10 points)
Examination Answers — May 1987
a. Checks paid to fictitious payees. Hex will bear the 
ultimate loss on these items (the fictitious or non-existent 
“ employees” and the fictitious suppliers). As a general 
rule, forged signatures of drawers and forged en­
dorsements are real defenses which are valid even against 
a holder in due course. However, when some of these 
activities are engaged in by the employees of an employer- 
drawer of the checks, a different rule is applied. Essen­
tially, this rule negates these real defenses in certain cases 
thereby shifting the loss to the employer-drawer. The key 
rule is contained in the Uniform Commercial Code’s Ar­
ticle on Commercial Paper which deals with “ Imposters; 
Signature of Payee.” In essence, this rule makes the 
endorsement or signature of the agent or employee of the 
drawer (Hex) “ effective” where the agent has supplied 
the drawer the name of the payee intending the latter to 
have no such interest.
Insofar as Omega is concerned, it will be treated as 
if it had honored valid orders to pay and need not refund 
to Hex the amounts it paid. The orders are valid since the 
forged endorsements are not treated as unauthorized.
b. Checks which contain the forged signature o f the 
treasurer. From the facts it is apparent that the treasurer 
had the authority to sign checks and not the assistant 
  treasurer or head of payroll. Thus, the forging of the 
treasurer’s signature was an “ unauthorized signature” 
under the UCC.
As to these checks, the UCC provides that such 
signatures are wholly inoperative since the guilty parties 
had no authority to sign the treasurer’s or any other 
authorized party’s name as the drawer on behalf of Hex.
As between Hex and Omega, there is an obligation 
on the part of the bank to know the signatures of its 
drawer-depositors. Since Omega has paid the items it can­
not recoup the loss from Hex. However, the bank has two 
possible ways to escape liability to Hex. First, it can resort 
to the UCC section which imposes upon a customer to 
whom items (checks) are returned, a duty to exercise 
reasonable care and promptness in discovering and report­
ing unauthorized signatures. Another possibility is to es­
tablish negligence on the part of Hex which substantially 
contributed to the forgeries. Unless the bank can 
demonstrate that one of these exceptions apply, it will bear 
the loss.
a. No. Since there is no accountant-client privilege 
recognized at common law and there is no applicable state 
statute which creates an accountant-client privilege, Clark 
& Wall will be required to produce its workpapers. Fur­
thermore, the right to assert the accountant-client privilege 
generally rests with the client and not with the accountant.
b. The elements necessary to establish a cause of action 
for negligence against Clark & Wall are:
• A legal duty to protect the plaintiff (Dill) from 
unreasonable risk.
• A failure by the defendant (Clark & Wall) to per­
form or report on an engagement with the due care or com­
petence expected of members of its profession.
• A causal relationship, i.e., that the failure to exer­
cise due care resulted in the plaintiff's loss.
• Actual damage or loss resulting from the failure to 
exercise due care.
In addition to the foregoing, Dill must be able to 
establish that it is within a known and intended class of 
third party beneficiaries in order to recover damages from 
Clark & Wall for negligence. This is necessary because 
Clark & Wall has asserted that it is not in privity of con­
tract with Dill.
c. The primary standards against which the accountant’s 
conduct will be tested are GAAS. Such standards are 
generally known as “ the custom of the industry.” Failure 
by Clark & Wall to meet the standards of the profession 
will undoubtedly result in a finding of negligence. 
However, meeting the standard of the profession will not 
be conclusive evidence that Clark & Wall was not negligent, 
although it is of significant evidentiary value.
d. The requirements to establish actual or constructive 
fraud on the part of Clark & Wall are:
1. A false representation of fact by the defendant 
(Clark & Wall).
2. For actual fraud, knowledge by the defendant 
(Clark & Wall) that the statement is false (scienter) or that 
the statement is made without belief that it is truthful. Con­
structive fraud may be inferred from gross negligence or 
a reckless disregard for the truth.
3. An intention to have the plaintiff (Dill) rely upon 
the false statement.
4. “ Justifiable” reliance upon the false statement.
5. Damage resulting from said reliance.
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Fein’s first assertion that it is entitled to retain owner­
ship of the aluminum siding at the expiration of the lease 
is correct. The ownership of the aluminum siding will re­
main with Fein since it was converted from personal prop­
erty to real property by virtue of it becoming a fixture. 
Since the lease between Fein and Major is silent as to 
Major’s right to remove the aluminum siding, the facts 
and circumstances surrounding the installation of the 
aluminum siding must be evaluated. One significant fac­
tor which indicates that the parties may have impliedly 
agreed that the aluminum siding is to remain with Fein 
after the lease expires is the reduction in the monthly rent 
by $200 over 15 years in exchange for the installation of 
the aluminum siding by Major. In the absence of an agree­
ment, the most important factor is the annexor’s (Major’s) 
objective intent in having added the aluminum siding to 
the real property. M ajor’s intent may be inferred from 
such things as the following: manner by which the item 
is attached to the realty, the extent of damage to the realty 
caused by the removal of the item, the nature or purpose 
of the item, and the interest of the annexor in the realty 
at the time of the annexation of the item. Under the 
foregoing tests it is likely that the aluminum siding has 
become a fixture which is so permanently affixed to the 
warehouse that it probably could not be removed without 
doing substantial damage to the warehouse. Thus, the 
aluminum siding has become a part of the realty 
(warehouse).
Fein’s second assertion that it is entitled to retain owner­
ship of the computer and computer terminals at the ex­
piration of the lease is incorrect. Although the computers 
may also have become a fi xture under the tests mentioned 
above, they were installed in order for the lessee (Major) 
to pursue its trade or business and were likely not intended 
to be permanent. Thus, the computers would be classified 
as trade fixtures which may be removed by Major at the 
expiration of the lease if it can be accomplished without 
doing material damage to the warehouse.
Fein’s assertion that it has an insurable interest in the 
warehouse is correct. Fein has an insurable interest in the 
warehouse since it was the owner (lessor) of the warehouse 
at the time of the fire and suffered a financial loss. 
However, Fein’s belief that it is entitled to recover $40,000 
as a result of the fire damage to the warehouse is incorrect 
as to the amount. The amount which Fein may recover 
is determined by the following formula where a coin­
surance clause is present:
Answer 4 (10 points)
Insurance Carried (Policy Amount) 
Insurance Required (Coinsurance %
X Fair Market Value 
of the Property at the 
Time of the Loss)
Answer 4 (continued)
X The Amount of Loss
140,000
.80 X 200,000
X 40,000 = $35,000
The result generally will be the amount which the in­
sured (Fein) is entitled to recover. In applying the formula 
to the facts in this case the amount of insurance which 
Fein carried was less than the insurance required. 
Therefore, Fein is entitled to receive only $35,000.
Answer 5 (10 points)
a. Yes. The elements necessary to set up a valid inter 
vivos trust have been met. John Reed as the creator 
(grantor or settlor) transferred stocks, bonds, and 
buildings which constituted the trust res (corpus or prin­
cipal) to the trust with a present intent to create a trust. 
The trust instrument which designated Mini as trustee was 
set up for a lawful purpose and named Myrna as the in­
come beneficiary and Rodney as the remainderman.
b. Where the trust instrument is silent as to the alloca­
tion of the trust receipts and disbursements to principal 
and income, the following rules apply:
With respect to the $25,000 proceeds on the sale of 
the stock, most states require that the entire $25,000 be 
allocated to principal. Therefore, the allocation of $20,000 
to income and $5,000 to principal is incorrect.
The allocation of $95,000 in rental receipts to income 
is correct since the entire amount was earned and received 
after the creation of the trust.
The allocation of the stock dividend to principal and 
income is incorrect in the vast majority of states. Even 
under the minority rule, an allocation of a stock dividend 
to principal based on the par value of the shares distributed 
is incorrect, i.e., 400 shares x $5 par value = $2,000. 
Under the majority rule, the entire stock dividend is 
allocated to principal.
The allocation of the full $10,000 bond interest to 
income is incorrect since one-half ($2,500) of the semi­
annual payment received on April 1, 1986, had already 
accrued when the trust was created on January 1, 1986. 
Therefore, the proper allocation should be $2,500 to 
principal and $7,500 to income.
The $35,000 of mortgage payments allocated to 
principal is correct to the extent such payments represent 
a repayment of the mortgage debt. Any portion of such 
payments which are deemed to be interest on the mortgage 
should be allocated to income.
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Answer 1 (60 points)
ANSWERS TO EXAMINATION
 
ACCOUNTING THEORY 
(Theory of Accounts)
May 8, 1987; 1:30 P.M. to 5:00 P.M.
1. a 11. a 21. d 31. c 41. a 51. d
2. a 12. b 22. c 32. b 42. d 52. c
3. b 13. c 23. d 33. d 43. c 53. a
4. d 14. b 24. d 34. b 44. c 54. c
5. a 15. c 25. b 35. d 45. a 55. b
6. b 16. a 26. a 36. b 46. d 56. b
7. d 17. d 27.  a 37. a 47. a 57. a
8. a 18. d 28. d 38. a 48. d 58. c
9. b 19. c 29. c 39. c 49. b 59. a
10. b 20. c 30. d 40. b 50. b 60. d
The score for the multiple choice question was determined in accordance with the following scale:
Correct 0 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20
Score 0 1 2 3 4 5 6 7 8 9 10 11 1 2 13 14 15 16 17 18 19 20
Correct 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Score 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40
Correct 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Score 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
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Answer 2 (10 points)
a. The capitalizable cost includes all costs relating to pur­
chase or preparation for use. Such cost may include 
delivery and installation. The capitalizable cost represents 
the cash equivalent price and accordingly would not in­
clude interest charges.
The depreciable cost of the new machine should be 
allocated over its estimated useful life in a systematic and 
rational manner. Depreciable cost is the capitalizable cost 
less its estimated residual (salvage) value.
b. Normal maintenance performed on the new machine 
should not be capitalized as part of the machine’s cost. 
It should be expensed as incurred if the machine is not 
used in the manufacturing process or should be inventoried 
as part of factory overhead if the machine is used in the 
manufacturing process. Normal maintenance does not 
enhance the service potential of the machine.
c. The wing added to the manufacturing building should 
be capitalized. The addition should be depreciated over 
its estimated useful life or the remaining useful life of the 
building o f  which it is an integral part, whichever is shorter. 
The addition should be included in the property, plant, 
and equipment section of the balance sheet.
d. The leasehold improvements made to the office 
space should be capitalized. The leasehold improvements 
should be depreciated (amortized) over their estimated 
useful lives or the term of the lease, whichever is shorter. 
The unamortized portion of the leasehold improvements 
could be included as a separate caption in the property, 
plant, and equipment section or the intangible assets sec­
tion o f the balance sheet. The amortized portion of the 
leaseho ld  improvements would be shown as an expense 
in the income statement.
Answer 3 (10 points)
a. The insurance costs on the raw materials while they 
were in transit from the supplier should be accounted for 
as part of inventory. Theoretically, insurance cost on raw 
materials in transit is a cost associated with readying the 
goods for sale.
b. 1. Hanlon’s inventory should be reported at net 
realizable value. According to the lower of cost or market 
rule, market is defined as replacement cost. However, 
market cannot exceed net realiza b le  value. In this instance, 
net realizable value is below original cost.
2. The lower of cost or market rule is used to report 
the inventory in the balance sheet at its future utility value. 
It also recognizes a decline in the utility of inventory in 
the income statement in the period in which the decline 
occurs.
c. Generally, ending inventory would have been higher 
and cost of goods sold would have been lower had Hanlon 
used the LIFO inventory method. Inventory quantities in­
creased and LIFO associates the oldest purchase prices 
with inventory. However, in this instance, there would 
have been no effect on ending inventory or cost of goods 
sold had Hanlon used the LIFO inventory method, because 
Hanlon’s ending inventory would have been reported at 
net realizable value according to the lower of cost or 
market rule. Net realizable value of the inventory is less 
than either its average cost or LIFO cost.
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Answer 4 (10 points)
a. Lynn should report the results of discontinued opera­
tions separately from continuing operations. Discontinued 
operations should be shown on Lynn’s income statement 
immediately below the continuing operations section.
Discontinued operations reported in the income state­
ment should be composed of two separate categories, with 
each category shown net of income taxes.
• Loss from operations of the discontinued segment 
from the beginning of the year to the measurement 
date.
• Loss on disposal of the discontinued segment, in­
cluding the provision for operating losses during the 
phase-out period.
b. Both of the following criteria should be met for 
classification as an extraordinary item. An extraordinary 
item should be unusual in nature and infrequent in occur­
rence, taking into account the environment in which the 
entity operates.
c. First, the extraordinary loss should be shown as a 
separate item in the income statement below discontinued 
operations and above cumulative effect of accounting 
changes. Second, the extraordinary loss should be shown 
net of applicable income taxes.
Answer 5 (10 points)
a. 1. In a pooling of interests, the recorded amounts 
of the assets and liabilities of the separate companies 
generally become the recorded amounts of the assets and 
liabilities of the combined corporation. The existing basis 
of accounting continues. A pooling of interests transac­
tion is regarded as an arrangement among stockholder 
groups.
2. In a pooling of interests, the registration fees and 
direct costs related to effecting the business combination 
should be deducted in determining the net income of the 
resulting combined corporation for the period in which 
the expenses are incurred.
3. In a pooling of interests, the results of operations 
for the year in which the business combination occurred 
should be reported as though the companies had been com­
bined as of the beginning of the year.
b. 1. In a purchase, the acquiring corporation should 
allocate the cost of the acquired company to the assets 
acquired and liabilities assumed. All identifiable assets ac­
quired and liabilities assumed in the business combina­
tion should be recorded at their fair values at date of ac­
quisition. The excess of the cost of the acquired company 
over the sum of the amounts assigned to identifiable assets 
acquired less liabilities assumed should be recorded as 
goodwill. A purchase transaction is regarded as a bar­
gained transaction (i.e., a significant economic event which 
results from bargaining between independent parties) 
which establishes a new basis of accounting.
2. In a purchase, the registration fees related to 
effecting the business combination are a reduction of the 
otherwise determinable fair value of the securities, (usually 
as a reduction of paid of capital). The direct costs related 
to effecting the business combination are included as part 
of the acquisition cost of the acquired company.
3. In a purchase, the results of operations for the 
year in which the business combination occurred should 
include income of the acquired company after the date 
of acquisition by including the revenues and expenses of 
the acquired company based on the cost to the acquiring 
corporation.
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examination— Accounting Practice Parts I and II, Auditing, Business Law, and Accounting Theory. Each examination section has 
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S on page N-14. Note that, in the Accounting Practice section, no distinction has been made between parts I and II.
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